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INTRODUCTION TO SECOND EDITION 

Since the first edition of this book was published in 1927 an 
hnportaht change has taken place in public thinking concern- 
ing banking in the United States and concerning the Federal 
Reserve Systena. The events of the depression stand like a 
ravine between the present and the period that went before. 
Nine years ago people were still comparing operations under 
the Federal Reserve System with banking as it existed previous 
to 1914 when the System was established. They are no longer 
thinking in those terms but now have vividly in mind the ex- 
periences of the depression and the preceding boom, and their 
questions relate to the capacity or lack of capacity which the 
banks of the country revealed in response to those events. 

To put the point another way, as it relates to the Reserve 
System, we have now been through twenty-one years of ex- 
perience with that System. These years have included two 
major crises in the country’s economic history which have put 
to the test the operating personnel and the mechanism and 
facilities of the System; so that we can now look at the System 
not by contrast with what went before but in the light of 
established experience. 

Moreover, there has appeared in these years both here and 
abroad, as a natural outgrowth of the economic stress, a wealth 
of discussion of banking problems and especially bank of issue 
problems. On these subjects both the voice of the economist and 
the voice of the propagandist have been heard; the public has 
become more interested, but perhaps more confused. 

In view of this change in outlook and the growth of a wide 
public interest it has become increasingly important to have 
available a reliable description of Federal Reserve operations 
and policies as they have developed through the past twenty- 
one years, and as they are now affected both by recent legisla- 
tion 9 ,nd by the less tangible but equally important change in 
atmosphere which has taken place. This is the purpose of this 
new edition of Mr. Burgess’s book. 
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xvi INTRODUCTION TO SECOND EDITION 

The preparation of this book by an ofl£cer in the Federal 
Reserve System is in consonance with a weU established policy 
of the System to attempt to explain its operations to the public 
as fully as possible. This is no easy task; for the operation of 
a bank of issue is so highly technical that an approach to full 
understanding can only be had by those who are willing to de- 
vote a considerable amount of time and effort to the task. But 
its function is also a public one. It is in fact largely a govern- 
mental function, which the government has delegated to the 
bank of issue to administer. 

With such public responsibilities the bank of issue will in- 
evitably be asked from time to time to give account of its 
stewardship to its government and to the people, just as must 
the more direct agencies of government. 

All banks of issue have faced this problem, and various an- 
swers to the question have been attempted. Many years ago 
directors of the Bank of England tried to answer by saying 
that after all their bank was just a bank like any other, and to 
be operated on like principles — ^but they drew down on their 
heads the brilliant demonstration of the falsity of this position 
by Walter Bagehot in “Lombard Street.” 

A century ago the head of an American bank of issue, the 
second Bank of the United States, sought to defend the policies 
of his institution by himself entering the political arena. But 
that was not the right answer, and the bank failed of recharter. 

StiU a third t3q)e of answer is silence; let the action of the 
bank speak for itself without explanation or defense. It is a 
much better answer than the other two and has many virtues. 
But the United States is a democracy, in which the people 
demand information. In this country something more than a 
policy of silence is required from any institution wielding 
power, whether it be public or private, and especially if its func- 
tion be public service. Full disclosure of essential information 
has become increasingly an axiom of operation for aU public 
or semi-public bodies and even for private business. Even the 
government itself could not preserve indefinitely any institu- 
tion of which the people had grown suspicious fot lack of 
information. 
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The Federal Reserve System has followed this axiom from 
the beginning. Its weekly statement is more complete and 
genuinely revealing than that of practically any other bank of 
issue. It has published for many years a monthly bulletin which 
turns the operations of the System inside out for inspection, 
and the individual Reserve Banks have published monthly re- 
views of business and credit conditions. The officials of the 
System have spoken repeatedly at public gatherings, and a 
number of them have written books and articles interpreting 
the System’s operations and policies to students and to the 
public. 

This book is written from the special point of view of the 
Reserve Bank situated in the country’s principal money market. 
The changes of recent years in this particular sector have been 
sufficiently great to make necessary practically a rewriting of 
the entire book, which first appeared nine years ago and found 
wide use in banking circles, among the general public, and in 
college classes. It is to be hoped that this second edition will 
prove equally useful. 

Geoege L. Haeeison 

New York City, 

May 7, 1936 




INTRODUCTION TO FIRST EDITION 

The twenty years of discussion of banking and currency re- 
form whi(?h preceded the enactment of the Federal Reserve 
Act showed the extent to which political and sectional dis- 
sension even to the point of bitterness can be aroused by such 
subjects. Our history from the beginning of the government is 
filled with controversies about “money.” It was in this atmos- 
phere that the Federal Reserve Act was drafted and the Sys- 
tem inaugurated. 

Further difficulties arose from the existing complication of 
our banking system. While the National Bank Act prescribed 
uniform structure, functions, and supervision for national 
banks, the forty-eight states had separate systems with widely 
varying characteristics. In general, state banks were of three 
classes — commercial banks, trust companies, and mutual sav- 
ings banks; but they had various reserve requirements, con- 
ducted a great variety of business, and supervision differed 
greatly. Since the enactment of the Federal Reserve Act the 
number of these independent banks of all sorts has varied from 
.25,000 to 30,000. No change in our currency and banking sys- 
tem would have been accepted which involved any general 
disturbance to the existing practices and the vested rights of 
this great number of banks. The new organization had to be 
superimposed upon an already complicated system, and the 
execution of each one of the functions of the Reserve Banks 
involved more or less competition wiffi the member banks 
which furnished the capital and deposits of the Reserve Banks. 

With this rather ominous outlook the Reserve Banks came 
into being at the beginning of the greatest war in history. No 
specific provision could have been made in the Act for such 
an emergency, as its authors had no thought of even the pos- 
sibility of so serious a world calamity. It is immensely to their 
credit th 9 ,t this great piece of legislation, prepared without 
special regard to the exigencies of war, so nearly met the needs 
of war finance. 
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Undoubtedly, what would have been a nornaal development 
of the System in time of peace is greatly obscured by the oc- 
currences of the war, which involved the System in operations 
of such magnitude and of so unusual a character that judg- 
ment as to what its normal development will be should 
even now be suspended. For a time criticism and objection 
were dormant, the preoccupation of the war having turned 
men’s minds in other directions. But after the war emergency 
had passed, discussion and criticism of the System, its func- 
tions, operations, and policies, became vigorously active. 

In view of these circumstances it is not strange that much, 
if not most, of the public discussion of the Federal ’'Reserve 
System has been controversial and has centered upon the part 
played by the System in the so-called “war inflation” and 
“agricultural deflation,” or upon those various instances in 
which the System appears to have clashed with what were 
regarded as the vested rights of the country’s thousands of 
independent banks. As the System has gained general public 
approval, disputes have also arisen as to who may rightfully 
claim its authorship. 

More recently, however, interest in the Reserve System has 
shifted, and there has grown up a demand for more informa- 
tion as to the significance of its normal daily operations and 
more explanation of the basal considerations in determining 
Federal Reserve policies. The controversies over the part played 
by the System in the war and post-war period are recedmg 
into history. Member banks generally have accepted as minor 
costs of a major improvement such losses as may occasionally 
result from Federal Reserve competition. The passage early 
in 1927 of the bill providing for indeterminate charters for the 
Reserve Banks has marked the passing of the early contro- 
versies. In iheir place there has arisen increasing discussion 
as to the precise relationships between the Reserve Banks and 
the money markets and the effects of Federal Reserve action 
upon credit conditions. 

The operating officials of the Reserve Banks, notwithstand- 
ing the mass of literature which has already appeared, are 
constantly being asked for some description of the System’s 
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functions and methods which will show its place in the eco- 
nomic life of the country, which will be comprehensive and 
at the same time sufficiently simple and illuminating as to 
be truly instructive to the average reader. Dr. Burgess has 
undertaken to prepare such a book in response to a widespread 
demand bpth in this country and abroadi. He has scrupulously 
avoided elaboration of the intricate technicalities of reserve 
banking and exploration into the unlimited field of theory. 
But the book is more than a popular treatise; though writ- 
ten in simple language, it constitutes an important contribu- 
tion to economic science. Dr. Burgess’s experience in a re- 
sponsible office in the Federal Reserve Bank of New York 
for the past seven years has been of a character which gives 
him intimate knowledge of the functions and services not only 
of the Federal Reserve Bank of New York, but of the System 
as a whole. 

He and his coworkers have over a series of years conducted 
scientific studies of various aspects of Federal Reserve opera- 
tions, especially of Hie relation of the System to the money 
market, which have proved of daily practical value to the 
operating officers of the New York Reserve Bank. The results 
of several of these research studies are reported in this book. 

Should it appear to the reader that undue weight is given 
to the relation of the Federal Reserve System to the country’s 
central money market, there are certain facts in that coimec- 
tion which may well be considered. While the Federal Re- 
serve System is truly a regional system, each Reserve Bank 
bemg largely autonomous in its domestic operations, it never- 
theless is a national system and does not attempt to encourage 
or enforce banking or financial development in this country 
in twelve separate watertight compartments. Such an extreme 
application of the regional principle would have been in- 
jurious to the nation as a whole. So the evolution of the Sys- 
tem’s affairs has resulted in a very proper and necessary 
coordination of the operations and policies of the Reserve 
Banks. Investment and open-market transactions must be 
conducted harmoniously and, necessarily, the largest volume 
of these transactions is executed in New York. The same ap- 
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plies to the immense services performed as fiscal agents for the 
United States Government, and to all the foreign business of 
the Federal Reserve System. 

Many of these most important phases of Federal Reserve 
operations center about the New York money market, where 
the financial headquarters of many national industries are lo- 
cated, where money rates are determined, and where most of 
the contacts with foreign money markets occur. In devoting 
itself so largely to money-market relationships this volume, 
therefore, selects for special treatment phases of Federal Re- 
serve operations which are much broader than the operations 
of the New York bank alone and are central to any under- 
standing of the influence of the Reserve System upon credit 
and currency in this country. 

Probably no business organization has ever been created 
which has had so rapid and substantial a growth as has the 
Federal Reserve System, nor has any yet been developed 
which has so promptly taken its place as a world influence. 
Its service to our own country and to the world at large, not 
only in connection with the financing of the war but in facili- 
tating the world’s recovery from its devastating effects, will 
be promoted by a better understanding of its operations and 
of its purposes. This is the design of the book. 

Benjamin Strong 

New York City, 

September 20, 1927. 
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Every ' institution gradually gathers around itself a group 
of facts about its operations, and an interpretation of these 
facts which becomes its operating philosophy. This book is 
an attempt to set down some of the facts and philosophy of 
Federal Reserve operations which have grown up about the 
Federal Reserve Bank of New York, as they appear to one 
member of the staff. 

The sources for the book include the official reports of the 
Federal Reserve Bank of New York and the Federal Reserve 
Board, testimony at various congressional hearings, the excel- 
lent general description of Federal Reserve structure and func- 
tions in Goldenweiser’s Federal Reserve System in Operation, 
the “Letters to College Classes” prepared by Deputy Gov- 
ernor Peple of the Federal Reserve Bank of Richmond, and 
other previously published works on the Federal Reserve Sys- 
tem by Kemmerer, Willis, Reed, Beckhart, Harding, and Glass, 
and many unpublished memoranda and unwritten discussions. 
As an attempt to set down something of the working philos- 
ophy of the New York Reserve Bank, the book owes a large 
debt to all those of the staff of the bank who have helped to 
formulate that philosophy and particularly to Benjamin 
Strong, governor, and Pierre Jay, former chairman of the 
board, who together organized the bank, fostered its growth, 
and were its tutors in its development to an important place 
in the world family of banks of issue. 

The writer owes a personal debt to Mr. Strong and Mr. 
Jay for their encouragement in writing this book, for their 
review of the manuscript, and their many helpful suggestions. 
Acknowledgment of indebtedness is also made to Deputy Gov- 
ernor J. Herbert Case and other operating officers of the bank, 
who have tested many theories in the crucible of experience; 
to Carl Snyder, the writer’s associate in the statistical work 
of the bank, who has been ever a friendly councilor, and to the 

xxiii 
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members of the Reports Department, all of whom directly or 
indirectly had a part in the making of this book. In particu- 
lar, Alfred Inge, Harold Roelse, Charles Kayser, Berenice 
Vance, Elizabeth Hicks, and Lucile BagweU have given in- 
valuable painstaking aid in checking statistics, verifying ref- 
erences, and reading proof, and Anna Rock has sppnt many 
hours in preparing manuscript. All the diagrams and maps 
were prepared by Frederic Ehrlich and his assistants. 

Special thanks are also due to E. A. Goldenweiser, Direc- 
tor of the Division of Research and Statistics of the Federal 
Reserve Board, Walter W. Stewart, Henry A. E. Chandler, 
Leonard P. Asres, George B. Roberts, Robert Warren, and 
May Ayres Burgess, who have read parts or all of the manu- 
script and made valuable suggestions. 

The book had its earliest beginnings in a series of brief 
articles descriptive of System operations appearing in the 
Monthly Review of the New York Reserve Bank, and pre- 
pared jointly by Pierre Jay, Shepard Morgan, and the writer. 
Some of the material appeared during 1925 and 1926 as articles 
in the American Bankers Association Journal and the Harvard 
Review of Economic Statistics, and is reproduced here by 
permission. 

The author is alone responsible for the selection of material, 
expressions of opinion, and errors. 


W. R. B. 
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The events of recent years have made necessary a rather 
complete .rewriting of many of the chapters of this book and 
the addition of several new chapters. Some of the revision the 
writer hopes has arisen not only from a change in circumstances 
but from a better understanding of Federal Reserve mecha- 
nism and principles. 

As in the case of the first edition, the writer has leaned 
heavily upon his associates in the Federal Reserve Bank of 
New York and in the System. Among the officers of the bank 
Messrs. George L. Harrison, Allan L. Sproul, Leslie R. Rounds, 
John H. Williams, Ray M. Gidney, Charles H. Coe, Harold 
V. Roelse, and Edward 0. Douglas have read all or parts of the 
manuscript and made many helpful suggestions. The writer is 
especially grateful to members of the Reports Department 
who supplied many figures and facts and thoroughly checked 
the entire manuscript, particularly to Messrs. Alfred Inge, 
Charles Kayser, Ross H. Maynard, Jr., Walter L. Kyle, Robert 
L. Smith, Emile Despres, Dr. Norris 0. Johnson, Miss Bere- 
nice W. Vance, and Mrs. Frances L. Snipes who prepared all 
the diagrams and maps. Dr. Johnson is responsible for most of 
the historical material in Chapter VIII. 

Dr. Emanuel A. Goldenweiser and Miss Sue Burr, of the 
Division of Research and Statistics of the Board of Governors 
of the Federal Reserve System, Col. Leonard P. Ayres of the 
Cleveland Trust Company, and the writer’s wife have also 
read the manuscript and the book reflects many suggestions 
from them. 

Some of the new material has appeared in several articles in 
Banking and is reproduced here by permission. 

W. R. B. 

New York 
June 1, 1936 




CHAPTER I 


The Reserve System as a Centeaij 
Banking System 

E very civilized country now has some form of central 
banking institution as an essential part of its financial 
machinery. The oldest, is the State Bank of Sweden which 
was established in 1668, and the youngest are the Central 
Bank of the Argentine Republic and the Bank of Canada, 
which opened for business in 1935. The United States has v'”" 
tried a number of different forms of central banking and now 
has in the Federal Reserve System a central banking system 
of a pattern which was new when it was established in 1914 
but has since been copied in a number of other countries. 

These central banking organizations in different countries 
are extraordinarily alike. Even though their charters and spe^ 
cial forms of organization may differ widely they aU perform 
in general the same sorts of functions. This is so true that an 
officer of the Federal Reserve System might walk through the 
doors of the Bank of England, the Bank of France, or the 
Bank of Japan, and feel himself immediately at home. The 
business which these foreign institutions are doing is in its 
broad principles almost identical with the business which the 
Federal Reserve System does in the United States. In fact, 
the officer of a central bank is in some respects more at home 
in the central bank of another country than he is in the com- 
mercial banks of his own country. The business is more closely ’ 
similar, the problems are more nearly the same, the point of 
view is more nearly identical. Central banking is a totally 
different sort of activity from commercial banking. 

The ffist outstanding fact about central banks is that they 1 ' 

do not operate for a profit but operate in the public service, i. 

It is true that many of them do make profits. The stock of 
the Bank of England or the Reichsbank or the Bank of France 

1 
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has a market value considerably above par, but the profits 
are incidental to the main business of the bank, and each one 
of these banks will frequently take steps in the public inter- 
est which sacrifice stockholders’ profits. Others of the central 
banks, including the Reserve System in this country, have 
legal limitations on payments to stockholders. 

A second characteristic of these banks is their peculiar re- 
lationship to their governments. Most of them are not govern- 
ment banks, that is, they are not owned by their governments. 
But all of them have some kind of close relation to their gov- 
ernments. Each government has something to say in the ap- 
pointment of directors or certain of the executive oflB.cefs. And 
all of them serve as bankers for their governments. Yet they 
all have a considerable measure of independence of the gov- 
ernment, and on a number of occasions a central bank has 
stood out against some governmental policy and secured its 
modification, though ordinarily a central bank’s influence has 
been exerted through power of persuasion rather than by 
open opposition. 

Central banks have also a curious and unique relationship 
to the commercial banks of a country, for they are both closely 
related to the commercial banks and independent of these 
banks, and in fact have supervisory powers over them. For 
every single occasion when a central bank may have opposed 
some governmental policy there may be found in history a 
dozen occasions when a central bank has acted to restrain 
commercial banking activities. But central banks also per- 
form a number of t3q)es of service for the commercial banks 
and are appropriately known as bankers’ banks. They are 
bankers both for the government and the commercial banks. 
In these ways a centrail bank is different from every other sort 
of institution. 

The officers of central banks are likewise a unique group. 
They are like government employees in the sense that they 
may be considered public servants and in the sense that they 
have no outside commercial interests, but devote themselves 
wholly to central banking. They are unlike government of- 
ficials in their freedom from political obligations and in their 
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greater permanency of tenure. There are few central bankers 
in any , country and the profession suffers from the hmited 
general understanding of its principles and practices. 

In all these respects the central banks of different coun- 
tries are* alike despite varying statutes and varying histories. 
The Federal Reserve System shares these attributes with other 
central banks. 

But more precisely, what are the functions of a central 
banh? They are of two kinds; chores or semi-mechanical oper- 
ations, and policy decisions. 

Central Banking Chores. — ^Ninety per cent of the volume 
of business of central banks is semi-mechanical in nature. The 
twelve Federal Reserve Banks, for example, employ about 
12,000 people. Probably 11,000 of these people are employed 
on operations involving few important policy decisions. By 
far the largest proportion of them are engaged in the two 
operations of handling money and checks. Central banks are 
wholesalers of money, acting in behalf of their governments. 
It is through them that the coin and currency which a coun- 
try uses are put into circulation and retired from circulation. 
The commercial banks get their supplies of currency and coin 
from the central banks and return to those institutions sur- 
plus or worn currency and coin. The central bank receives 
from its government, or in some countries from its own press, 
newly printed money and puts it into circulation. In turn 
it retires the money when it is worn out. 

The volume of currency handled by central banks is enor- 
mous. Every year there flows through the Federal Reserve 
Banks, to be counted and sorted, paid out or retired from cir- 
culation, billions of dollars. Thousands of tons of coin are 
received and counted and paid out. These are important oper- 
ations, but mechanical in nature. 

In many countries the bank check has to a large extent 
replaced currency and coin in making payments. In these 
countries the central bank is usually charged with duties in 
handfing. checks as well as money. This has been especially 
true in the United States where the amount of business done 
by checks has assumed such large proportions. Each year there 
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are drawn in the United States checks with a total value of 
from $600,000,000,000 to over 1900,000,000,000. About one^ 
third of these checks, most of those not purely local, pass 
through the Federal Reserve collection system, for the Fed- 
eral Reserve System with its twelve banks and twenty-five 
branches provides a convenient clearing house by which checks 
may be collected between different parts of the country. This 
collection system has organized and speeded up the whole 
process of making business settlements. It is a large task but 
it is again mainly mechanical. 

Bankers for the Government. — ^Most of the payments of 
the United States Governmept are made by checks payable 
at a Federal Reserve Bank, for the Reserve Banks are bankers 
for the government. The government keeps its working bal- 
ance in the Reserve Banks. The same function is performed 
by other central banks for their governments. 

A still larger task is the sale and redemption of government 
securities. When the government sells securities, the circu- 
lars describing them are sent out by the central bank. The 
subscriptions are received by the central bank. Bonds are, 
delivered to the purchasers by the central bank, and when the 
bonds mature they are paid off at the central bank. 

During the war all the Liberty bonds and Treasury certifi- 
cates were sold through the Federal Reserve Banks, and the 
selling campaigns were very largely organized by the Reserve 
Banks. Depression financing has similarly been handled 
through them. They have also carried through for the gov- 
ernment a whole series of special tasks including operations 
for the stabilization fund, the control -of foreign exchange, 
and dealings in gold and silver. 

Central Bank Policy. — ^The central banking system has du- 
ties far more important than the performance of the semi- 
mechanical tasks just described; it has powers which may at 
times greatly affect the economic life of a country. These 
powers arise chiefly from the influence of the bank upon the 
quantity of money in use. The exact nature of this influence^i 
its effectiveness and its limitations, constitutes one of the most’ 

‘ difficult problems in the broad field of theoretical and prac- 
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tical economics. It is one to which many hours of study have 
been devoted by many people. It is a favorite field for the 
theorist and the reformer with a panacea. Certain basic prin- 
ciples and truths are now understood but that is all. Some 

of these basic principles may be stated dogmatically as follows: 
• 

1. The principal money supply of a country hke the 
United States is in the form of bank deposits. By far 
the largest part of the country’s business is paid for 
with checks drawn on bank deposits. 

2. The amount of bank deposits available at any time is 
much influenced by the amount of bank reserves. 

3. Bank reserves are to a considerable extent under the 
influence of the central bank. 

4. Therefore, the central bank, by exerting its powers 
towards an increase or decrease in the amount of bank 
reserves available, may influence the country’s money 
supply. 

Many chapters could be written about each one of these 
dogmatic statements, but they may perhaps be clarified by 
approaching the subject in a different way. It may be said, 
from one point of view, that there are in any country two 
kinds of money, and for the sake of giving them names they 
may be called high-powered money and low-powered money. 
The central bank deals in high-powered money, the money 
which constitutes bank reserves. Historically, this high-pow- 
ered money has been closely related to a country’s basic re- 
serves of gold and currency, though the specific form of this 
relationship shows wide variations under different banking 
laws. 

Low-powered money is the kind of money the commercial 
bank ordinarily handles — ^bank deposits and checks drawn on 
bank deposits. 

Now, the most interesting fact about these two kinds of 
money is their relationship to each other. In any country there 
is alwa3rs from five to ten or more times as much low-powered 
money as there is high-powered money. When the amount of 
high-powered money increases, the amount of low-powered 
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money tends to increase also, but in multiple relation to the 
high-powered money. 

The main object of the central bank is to concentrate at one 
point the control over the country’s high-powered money, that 
is gold, currency, and bank reserves, and thus control the 
amount from time to time made available as a basis for the 
multiple creation of bank deposits (low-powered money). 

In theory this could be done by paying out a little more 
gold into the reserves of banks from time to time or by with- 
drawing it. In practice this crude operation is unnecessary 
and wasteful. The central bank can make loans to banks or 
can make investments, and, as it makes these loans an^ invest- 
ments, give the banks of the country currency or deposits on 
the books of the central bank which will serve the commercial 
banks as reserves against their deposits. A central bank can in 
this way make a given amount of gold reserves do a larger or 
smaller volume of business from time to time, thus giving 
elasticity to the country’s credit supply. 

The broad principle is that the central bank, having control 
over the countr 3 r’s high-powered money, may from time to 
time release for use more of this high-powered money, thus 
making possible a multiple increase in the amount of low- 
powered money — ^bank deposits. Or at other times the central 
bank may attempt to contract the amount of high-powered 
money outstanding and bring about some shrinkage in the 
volume of low-powered money. The process by which high- 
powered money injected into the banking system as added 
bank reserves may be expanded into a multiple increase in 
bank loans and deposits is illustrated in Table 1. The essence 
of the operation is that, although when any single bank re- 
ceives an addition to its reserves that bank alone cannot create 
bank credit in multiple relation to the new reserves, the mul- 
tiple expansion may take place as the new reserves travel 
from bank to bank.^ 

"Hie difficulty about this esplanation of central banking, 
aside from its abstractness, is that it makes the whole problem 

^Chester A. Phillips, Bank Credit, The Macmillan Company, 1920, Chap- 
ters III, VI. 



Table 1. — How $10,000 of Bank Credit May Be Built on 31,000 op Reserves 

The Federal Reserve Bank buys $1,000 of Government securities from Bank No. 1. * 

It pays for these by crediting $1,000 on the r^erve deposit of Bank No. 1 in the Reserve Bank, 
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appear so simple and automatic. In reality the operation is 
not simple or automatic. There is, for example, no completely 
constant relationship between the amount of high-powered 
and low-powered money. At each step there is a problem in 
human psychology; so that the methods which are, effective 
at one time may not be at all effective another .time, and 
frequently the central bank may find its powers nullified by 
other influences. Ordinarily a central bank exerts an influence 
on low-powered money by small differences in the rate which 
the bank may charge for lending out its high-powered money. 
A difference between 3 and 4 per cent may determine directly 
or indirectly the freedom with which the commercial banks 
will borrow this money. At other times a central bank, in order 
to try to bring about an expansion of money, finds it necessary 
to push its funds into the market by buying government se- 
curities and so forcing its high-powered money into use. Even 
this procedure may not be effective. Expansion is dependent 
not on the banks alone but on the users of money — their will- 
ingness to borrow and their soundness. 

In the three years, 1933-1935, for example, the amount of 
high-powered money made available by the Federal Reserve 
System and by gold imports has been enormously increased to 
a point where the banks of the country hold reserves more 
than twice as large as in 1929. But, at the beginning of 1936, 
there has been as yet no corresponding expansion in total bank 
deposits, which though increasing remain smaller than in 
1929. Moreover the additional deposits created have not been 
put to use actively. 

All this description of the operation is over-simplified. But 
the important facts are, first, that a central bank may, under 
favorable circumstances, affect the amount of money available 
in a country, and second, that the whole process by which 
this is accomplished at different times is subject to a thousand 
influences which make the consequences of an operation im- 
possible to forecast with precision. It is for this reason ifehat 
the principles of central banking, which are in appearance 
deceitfully simple, are in reality extraordinarily complex and 
difficult. 
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StTMMABY 

1. Central banks are essential parts of the financial machinery 
of aU civilized countries, and in all parts of the world are 
extraordinarily alike. 

2. Central ’banks are quite different from commercial banks; 
they operate in the public service and not for profits, 

3. Central banks are bankers for their governments and are 
related to the governments, but usually have some measure 
of independence. 

4. Central banks are bankers’ banks; they serve the banks but 
also have some supervision over commercial banking. 

5. A large part of the staffs of central banks are engaged in. 
semi-mechanical operations such as supplying the currency 
a country uses and handling check collections. 

6. But the major function of central banks is to exert an in- 
fluence on a country’s supply of money. 

7. Their influence arises from their control over what may be 
termed a country’s high-powered money — the money which 
constitutes bank reserves and upon which bank credit is 
based. 

8. A central bank’s power to influence money in this way is af- 
fected by many varying circumstances. Therefore central 
banking problems which often seem delightfully simple are 
in reality seriously complex and difficult. 



CHAPTER II 


STHTTCTtrBE AND GhOWTH OP THE ReSEEVE St STEM 

T here are twelve Reserve Banks in twelve important 
cities of this country. In addition there are twenty-five 
branches in other cities, and agencies in Savannah, Georgia, 
and in Havana, Cuba. In Washington is the Board of Gov- 
ernors of the Federal Reserve System, the governmental body 
which supervises the operations of the System. The locations 
of the different ofl&ces are shown on the accompanying map. 

The Board of Governors. — ^In the congressional discus- 
sions which preceded the passage of the Federal Reserve Act 
one of the proposals given serious consideration provided for 
the establishment of a single central bank of issue, rather than 
twelve Reserve Banks. When the decision for a number of 
banks rather than one was reached, it was essential to provide 
a mechanism for coordinating their activities. It would be an 
impossible situation to have completely independent Reserve 
Banks in different parts of the country acting upon different 
policies, maintaining different standards in making loans, and 
perhaps competing with one another in the purchase of bills 
or securities. It was essential to have a central coordinating 
body with adequate powers to weld the separate Reserve 
Banks into a system. The Board of Governors of the Federal 
Reserve System is this coordinating body. The Board as re- 
constructed by the B anking Act of 1935, effectivo February 1, 
1936, (consists of seven members, appointed by the' President 
for fourteen-year terms with the advice and consent of the 
Senate. They receive salaries of $15,000 a year. Undpr the 
original legislation the Secretary of the Treasury and thS 
Comptroller of the Currency were ex-officio members but they 
retired when the new law went into effect| The seven niembers 
of the new Board were appointed at first for terms of two, 
four, six, eight, ten, twelve, and fourteen years in order to, 
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spread iJie times of reappointments. No member will be eligi- 
ble for reappointment after having served a full term of four- 
teen years. 

The Board prescribes regulations governing methods and 
procedure of Federal Reserve operations in those matters 
where uniformity has appeared to be necessary. Discount rates 
are fixed by the several Federal Reserve Banks subject to 
“review and determination of the Board of Governors of the 
Federal Reserve System . . but, under the Banking Act of 
1935, “each such bank shall establish such rates every four- 
teen da 3 ^, or oftener if deemed necessary by the Board.” 
Open-market policy is determined by an Open Market Coni- 
mittee consisting of the seven members of the Board and five 
representatives of the Reserve Banks elected by the directors 
by geographical areas. The Board of Governors has power to 
change the reserve requirements of member banks under cer- 
tain conditions and within certain hmits and power to pre- 
scribe margin requirements on certain types of security loans 
by brokers and banks. 

Under the terms of the Banking Act of 1933 the Board ex- 
ercises special supervision over aU foreign operations of the 
Federal Reserve Banks. The Board passes upon all applica- 
tions of banks for membership in the Reserve System, after 
receiving the recommendation of the several Reserve -Banks, 
and exercises a number of specific and general powers in the 
supervision of member banks. The Board serves as a central 
clearinghouse for inter-district settlements, arising from check 
collections and wire transfers. It has a force of examiners who 
examine the Reserve Banks periodically, and it maintains a 
complete statistical record and analysis of Federal Reserve 
operations, much of which is made public through the Board’s 
weekly press statements, monthly bulletin, and annual re- 
port to the Congress. In addition to these and a number of 
other specific functions, the Board exercises general supervi- 
sion over the operations of the Reserve Banks. 

Not Government Banks. — ^The twelve Federal Reserve 
Banks, although supervised by the Board of Governors in 
Washington, are not themselves government institutions, nor 
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/yet are they private institutions in the same sense as is the 
ordinary commercial bank. Their corporate stock is owned 
wholly by member banks of the districts in which they are 
located, but under the terms of the law their policies are di- 
rected towards the public welfare and not private gain, and 
the dividends on their stock are limited to 6 per cent. They 
may well be termed semi-governmental institutions, or even 
instrumentalities of the government. 

The public nature of the Reserve Banks is indicated by the 
character of their directorates. Three of the nine directors of 
each bank are appointed by the Board of Governors of the 
FederalHeserve System and one of these appointees is chair- 
man of the board of directors and one deputy chairman; the 
other six directors are elected by the banks in the district 
which are member banks — ^that is, which are stock owners 
in the Reserve Bank. Moreover, of the six elective members 
of the board three must be actively engaged in commerce, 
agriculture, or industry in the district. On the board of each 
of the banks business men are in the majority. The stock- 
holders have no other powers with respect to the management 
of the Reserve Banks. The public character of the Reserve \ 
Bank’s business is further emphasized by the provision that 
none of the three appointive members of the board may be 
an active banker, though the chairman must be a person*of 
“tested banking experience.” 

The original Reserve Act empowered the directors of each 
Reserve Bank to appoint officers and employees. Under this 
power it was the practice for the directors of each bank to 
appoint a governor as chief executive officer of the bank, 
though no such officer was mentioned specifically in the law. 
The Banking Act of 1935 provides for the appointment by ' 
the directors, but subject to the approval of the Board of 
Goy^nors, of a president as chief executive officer of the bank 
for a term of five years. A first vice president is to be appointed 
in the same way and for the same term. This provision became 
effective March 1, 1936. Other officers continue to be appointed 
by the directors, with Board approval solely as to the salaries 
to be paid. 
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Membership in the System. — The members of the Federal 
Reserve System comprise over 6,400 national and state banks 
and trust companies — ^about 42 per cent of all the incorporated 
banks in the country. This proportion does not hold uniformly 
in all the states, but varies from about 13 per cent to as high 
as 82 per cent. In point of deposits, the member b4nks repre- 
sent 85 per cent of the commercial banking strength of the 
country. This general relationship of the number and strength 
of member banks to aU commercial banks in the country is 
illustrated in Diagram 1. 



NUMBER OF BANKS 

15,200 



TOTAL DEPOSITS- 
$41,000,000,000 


DIAGRAM 1 — MEMBER BANKS -WKRE 42 PER CENT OF ALL COMMERCIAL 
BANKS IN NUMBER BUT 85 PER CENT IN BANKING PO-WER ON JUNE 29, 1936. 
(mutual SAVINGS BANKS AND PRIVATE BANKS EXCLUDED.) 


Under the Federal Reserve Act aU national banks are mem- 
bers of the Federal Reserve System, and state banks and trust 
companies may apply for admission under certain eligibility 
conditions. State institutions may also withdraw from the 
System. Table 2 shows the number of member banks, both na- 
tional and state, and their deposits on June 30 of each year . 
since 1915. 

The greatest growth in membership was during and follow- 
ing the war period, when banks needed most urgently the help 
of the Reserve System, and when it became a patriotic duty 
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to join the Reserve System as a means of strengthening the 
country’s banking structure. The war thus stimulated a rapid 
growth in state bank membership, which would probably have 
taken many more years under ordinary circumstances. 

Table 2.— Number and Deposits op Members op the Federal 
' Reserve System 


Year 
(as of 
June 30) 

Number of Banks 

Deposits (in millions) 

National 

State 

Total 

National 

State 

Total 

1915 

7,598 

17 

7,615 

$ 8,817 

8 77 

$ 8,894 

1916 

7,571 

34 

7,605 

10,936 

197 

11,133 

1917 

7,599 

53 

7,652 

12,792 

605 

13,397 

1918 

7,699 

513 

8,212 

14,015 

4,939 

18,954 

1919 

7,779 

1,042 

8,821 

15,936 

6,897 

22,833 

1920. . . . .. 

8,024 

1,374 

9,398 

17,159 

8,242 

25,401 

1921 

8,150 

1,595 

9,745 

15,180 

8,170 

23,350 

1922 

.8,244 

1,648 

9,892 

16,323 

9,224 

25,547 

1923 

8,236 

1,620 

9,856 

16,899 

10,189 

27,088 

1924 

8,080 

1,570 

9,650 

18,349 

11,217 

29,566 

1925. .... 

8,066 

1,472 

9,538 

19,911 

12,546 

32,457 

1926 

7,972 

1,403 

9,375 

20,644 

13,118 

33,762 

1927 .... 

7,790 

1,309 

9,099 

21,783 

13,615 

35,398 

1928..:.. 

7,685 

1,244 

8,929 

22,650 

13,410 

36,060 

1929 

7,530 

1,177 

8,707 

21,611 

14,282 

35,893 

1930 

7,247 

1,068 

8,315 

23,292 

14,847 

38,139 

1931 

6,800 

982 

7,782 

22,301 

13,967 

36,268 

1932 

6,145 

835 

6,980 

17,456 

10,408 

27,864 

1933*. . . . 

4,897 

709 

5,606 

16,765 

9,822 

26,587 

1934*. . . . 

5,417 

958 

6,375 

19,896 

11,116 

31,012 

1935 

5,425 

985 

6,410 

22,477 

12,465 

34,942 


* Licensed member banks only. 


While the state bank membership is not now large in point 
of numbers, this membership includes most of the sizable 
state institutions, and deposits of state bank members are 
more than half as large as those of national bank members. 

Since the first edition of this book was published in 1927 
there have been great changes in the banking position. The 
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number of banks in operation in the country has been reduced 
by more than one-third, from 27,000 to less than 16,000, and 
the volume of bank deposits from 57 billion to 41 billion dol- 
lars. Since the shrinkage was considerably greater among non- 
member than among member banks, the number of nonmem- 
ber banks is today slightly more than half as large as at that 
time, while the number of members is more than two-thirds 
as large. This is mainly due to heavier mortality among non- 



DIAGRAM 2 — THE NUMBER OF MEMBER BANKS HAS DECREASED SINCE 1922 
DUB LABGEDT TO BANK MERGERS AND LIQUIDATIONS; BUT DEPOSITS OB MEM- 
BERS INCREASED RAPIDLY UNTIL THE DEPRESSION. DEPRESSION LOSSES HAVE 
NOW BEEN LARGELY RESTORED. 

members through the depression and banking crises, but a 
considerable number of nonmembers have also been admitted 
to membership. As a result of these changes the percentage of 
member bank deposits to deposits of aU incorporated banks 
has risen from about 70 per cent to 85 per cent. 

Under the terms of the Banking Act of 1935 relating to 
deposit insurance all insured banks with average deposits of 
$1,000,000 or more are required to be members of the Federal 
Reserve System after July 1, 1942. When this provision be- 
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comes effective it will bring into the System all but a very 
small percentage of the banking resources of the country. 

Any mention of the banking mortality of recent years im- 
mediately raises questions as to the weaknesses in the banking 
system which made it vulnerable to the depression, and ques- 
tions as td the various proposed remedies. Since the aim of 
this chapter is descriptive, to outline the structural back- 
ground of the Reserve System, an extended analysis of the 
commercial banking system would be out of place here and the 
subject will be discussed in a later chapter. It is perhaps in 
order here to refer to the introduction to this book written by 
Governor Benjamin Strong in 1927 in which he called atten- 
tion to the fact that the Federal Reserve System “had. to be 
superimposed upon an already complicated system.” The adop- 
tion of the Reserve System was far from being a thorough- 
going reform of the banking system. As will be discussed later, 
the disasters of 1930 to 1933 reflected in part mistakes in com- 
mercial banking legislation and practice of many years’ 
standing. 

Membership in Various States. — ^The variations among 
the different states in the proportion that deposits of member 
banks bear to the total deposits of all incorporated banks ap- 
pear in Diagram 3. The percentages are based upon figures as 
of June 30, 1934, taken from the report of condition of mem- 
ber banks and the report of the Comptroller of the Currency 
for all banks. 

The variations between states in the proportion of bank 
deposits which are in banks belonging to the Federal Reserve 
System reflect to a considerable extent the different banking 
laws of the various states. Some of them permit such low re- 
serves for state banks that the banks would sacrifice earnings 
by becoming members of the Federal Reserve System, and 
there are other difficulties in the state laws which restrain 
banks from becoming members. Another reason for differences 
between states is found in the size of banks. In general the 
states with large cities and large banks tend to show larger 
percentages of membership. 
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What Membership Means. — State institutions applying for 
membership have ordinarily been required to have at least the 
minimum paid-up capital required of newly established na- 
tional banks. For example, the mmimum capital required of 
a national bank established in a rural community is $50,000, 
and state banks having a capital of less than that were not 
eligible for membership, except that under an amendment of 
the Federal Reserve Act, effective March 4, 1923, a state bank 
might be admitted to membership with a capital of not less 
than 60 per cent of the amount sufficient to entitle it to be- 
come a member bank, provided it should increase its capital 
stock to’the required minimum within five years after its ad- 
mission to membership. Few banks took advantage of that 
amendment. In many agricultural states a large number of 
rural banks having small capital have been ineligible for 
membership. 

In all cases state institutions applying for membership are 
subject to examination before admission, so that their condi- 
tion and policies may be ascertained. 

(k member bank must subscribe for stock in its Federal Re-i 
serve Bank in the amount of 6 per cent of its own capital and 
surplus; thus far the member banks have been called upon to 
pay in only 50 per cent of the amount of stock subscribed for. 
As a member bank’s capital and surplus incr ease it must in- 
crease its ownership of stock in the Feder^Reserve Bank and 
as they decrease must reduce its stock ownership. The member 
banks are the sole owners of Reserve Bank stock. This stock is 
not transferable and so cannot be sold. If a bank liquidates or 
retires from the System, the shares held by it are canceled, and 
the bank receives back what it paid in. Dividends are cumula- 
tive and have been paid at the rate of 6 per cent annually 
upon the paid-in capital.^ 

A member bank keeps all of its legal reserves on deposit 
with its Reserve Bank. These reserves form the principal vol- 
ume of deposits of the Reserve Banks. Each member is re- 
quired to maintain such reserves in specified proportion to 
the amount of its deposits. 

To all member banks are available the various services pro- 
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vided by the Federal Reserve Banks. These include loans to 
members, the supplying of currency, the collection of checks, 
the transfer of funds by wire, the custody of securities, and 
other services. In fact, the Reserve Banks perform for the 
banks of the country much the same service that the banks 
themselves perform for their customers. They are in this sense 
bankers’ banks, although they are not designed to serve simply 
the banking interest, but rather to serve business and the 
public generally through the member banks. 

Size of the System’s Operations. — ^Naturally the operations 
of the Reserve Banks are much larger in volume than the 
operations of commercial banks. Their customers are fiot indi- 
viduals, but banks, each with its own numerous customers. 
The money which these customers use, the government securi- 
ties they buy, many of the checks they draw, and a part of 
the commercial paper upon which they borrow pass through 
the Reserve Banks. These banks, therefore, handle money, 
checks, credit instruments, and securities not in retail but in 
wholesale volume. In 1935, for example, the twelve Reserve 
Banks received and counted between 4% and 5 billion separate 
pieces of currency and coin with a value of more than 10 bil- 
lion dollars; they handled for collection more than 885 milli on 
checks valued at about 200 billion dollars; they issued, re- 
deemed, or exchanged nearly 7 million United States Treasury 
bills, notes, or bonds valued at about 31 billion dollars. 

In these and other operations the Reserve System is extraor- 
dinarily sensitive to changing economic conditions and the 
Federal Reserve statement from month to month and year to 
year reflects the country’s economic history and especially its 
growth. Over a long term of years experience has shown that 
the volume of business in this country has tended apart from 
periods of depression to increase at a rate of between three and 
four per cent a year, and banking operations have grown at an 
even more rapid rate. The business of the Reserve Banks is so 
closely related to the country’s banking operations that in 
normal times it has grown at a somewhat corresponding rate. 

Disposition of Earnings. — ^The Federal Reserve Banks are 
organized and operated not for the purpose of making profits. 
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but, as the title of the Federal Reserve Act states, “to furnisir} 
an elastic currency, to afford means of rediscounting commer- ! 
cial paper, to establish a more effective supervision of banking ' 
in the United States, and for other purposes.” Accordingly, 
the provisions of the Federal Reserve Act dealing with earn- 
ings are so framed as to make the public welfare the sole con- 
sideration determining its policy. The Act provides that the 
member banks shall be entitled to a 6 per cent annual divi- 
dend on the paid-in .capital, stock. Earnings beyond expenses, 
charge-offs, and dividends are to be paid into a surplus fund, 
for protection against losses. 

Prior to the passage of the Banking Act of 1933 the law ' 
provided that excess earnings, beyond the setting aside of 
sinplus equal to subscribed capital, and a further payment of 
10 per cent of the excess to surplus, should be paid to the gov- 
ernment as a franchise tax. The Banking Act of 1933, how- 
ever, required the Reserve Banks to pay half their surplus 
into the capital of the Federal Deposit Insurance Corporation 
and, by way of compensation, removed the franchise tax pro- 
vision. It will require, however, the accumulation of many 
years of earnings at anything like the present rate to bring the 
surplus back to its amount before the passage of this Act. In 
1934, an amendment to the Federal Reserve Act providing 
for working capital loans to industry included a complicated 
plan for a restoration to the Reserve Banks by the Treasury 
of part of their lost surplus as they made industrial loans. 
Under this plan only small amounts have so far been received. 

If a Federal Reserve Bank should be liquidated all surplus 
after payment of all debts and repayment of stockholders 
would revert to the United States. 

The earnings of the banks since their inception have re- 
sponded directly to their use as seasonal or emergency insti- 
tutions. The heaviest earnings reflected the large borrowings 
of the war and post-war years. Under more nearly normal 
conditions the banks have earned little, if any, beyond their 
expenses and dividends. At tunes when earnings were par- 
ticularly heavy the government received as a franchise tax a 
large portion of those earnings. 
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Since the beginning the Reserve Banks have paid $149,000,- 
000 to the Treasury as franchise tax, or 26 per cent of their net 
earnings. In addition they paid $139,299,000 to the Federal 
Deposit Insurance Corporation as noted above, and have ac- 
cumulated a surplus of $146,000,000. 
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The earnings of the System and their disposition since the 
Reserve Banks began operations are shown in Diagram 4. 


SUMMARY 

1. The Reserve System consists of the Board of Governors of 
the Federal Reserve System, twelve Reserve Banks, twenty- 
five branches, and two agencies, with a total staff of over 
12,000 persons. 

,?• The Board of Governors of the Federal Reserve System is 

■ _ a central supervisory body*^ to coordinate the activities of 
the System. 

3. There are over 6,400 member banks, 42 per cent of the com- 
mercial' banks in the country with 85 per cent of the de- 
posits. 

4. The proportion of the country’s total commercial bank de- 


AND THE MONEY MARKET 


23 


posits which is in member banks has increased greatly as a 
result of the banking developments of recent years. 

5. Member banks own all the capital stock of the Reserve 
Banks, keep their legal reserves with them, and benefit from 
many services the Reserve Banks provide. 

6. The operations of the Reserve System are wholesale in 
character and reflect the volume and growth of the coun- 
try’s vast banking operations. 

7. The law is designed to remove the profit-making motive 
from Federal Reserve policy, and Federal Reserve policies 
are determined in the public interest. Dividends are lim- 
ited to 6 per cent. 



CHAPTER III 


Bank Reserves and Thedb Use 

F rom the first the banking system in this country has 
given expression to the American ideal of individuality and 
freedom. Almost any responsible group of people with a little 
capital could start a bank, and the result was by 1920 about 
30,000 incorporated independent banks as compared with a 
score or two in most other countries. In the United Kingdom 
there are thirty-fi.ve commercial banks of deposit and in Can- 
ada ten; in Prance the commercial deposit business is largely 
in the hands of four credit companies in addition to the Bank 
of France which does a considerable commercial business, and 
in Germany largely in the hands of five banks, and the Reichs- 
bank, which also deals with the general public. 

^ This concentration of banking in a few institutions has not 
always existed in these countries but is the result of a process 
of evolution. They all passed through the stage of independent 
banking such as still exists in this country. These foreign 
banking systems now appear to owe much of their strength 
to the concentration of money power which the political tra- 
ditions of this country have taught us to abhor. 

What may be termed “free ban king” in the United States 
has had its advantages and drawbacks. It has encouraged free 
lending, and free lending has in turn encouraged enterprise. A 
new country is probably developed most rapidly when credit 
is freely available. Some of the new business ventures fail, 
but many, through the process of trial and error, succeed. 

The principal drawback about “free banking” is that it is 
sometimes not safe banking. This country has had much more 
than its share of bank failures and they in turn have accentu- 
ated business depressions and made them more severe than in 
most other countries. In periods of rising prices, as from 1896 
to 1920, the general increase in values has concealed the weak- 
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nesses of the system, while encouraging 'its expansion. But in 
periods of declining values the unfortunate results have been 
evident, though they have been blurred by the very human 
tendency to blame the operators of the machine for weakness 
in the machine itself. 

The laws of this country on bank reserves have constituted 
one of a number of attempts to strengthen a peculiar banking 
system by placing around it various restraints and safeguards. 
In most countries the kind and amount of reserves maintained 
by banks are matters of prudent banking practice, not of law. 
But in this country as one means toward ensuring a measure 
of strong and safety for the thousands of banks it was con- 
sidered necessary to set up rigid requirements as to the mini- 
mum reserve each kind of bank should carry, and enforce them 
by public inspection. 

Defects of Old Scheme. — The consequence of legal reserve 
requirements was that the gold and currency which represented 
the underlying banking reserves of the country were scattered 
about in the vaults of thousands of separate banks. The re- 
serves were also pyramided, made to do double duty, by the 
practice of counting balances with other banks as legal re- 
serves. While this state of affairs may have conformed with 
traditions of independence, the results were not satisfactory. 
The difficulties with bank reserves were analogous to an ex- 
perience a European city is reported to have had at one time 
with cabs. The city fathers, as the story goes, were greatly 
troubled because there were frequently not sufficient cabs 
available at cab stands. They, therefore, passed an ordinance 
that each cab stand should have at least one cab waiting all 
the time. The result of this ordinance was, of course, to ac- 
centuate the scarcity. Laws as to bank reserves had a corre- 
sponding result. Each bank was required at all times to 
maintain a legal minimum reserve. This plan was satisfactory 
and desirable in times when credit was ample, but in periods 
of stringency it locked up the reserves which in emergencies 
should have been put to use, A few courageous bankers at such 
times disregarded the strict letter of the law and paid out their 
reserves freely to meet unusual needs, but most bankers, obey- 
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ing the law literally, locked their reserves in their vaults. The 
law encouraged, and strictly speaking required, that reserves 
should not be used during such emergencies, and there was no 
regular method by which they could be released and put to 
work. 

The Federal Reserve System provides a method for putting 
bank reserves to work in busy seasons and emergencies and 
retiring them from use when the need has passed. The first 
step was to remove a part of the reserves from the scattered 
vaults of individual banks and to centralize them in the Re- 
serve Banks. The second step was to set up a method for using 
reserves more fully when unusual need arises. 

The Insurance Principle. — ^The shift of required reserves 
from the vaults of member banks to the vaults of the Federal 
Reserve Banks was not simply a change in physical location. 
It made a change in the character and effectiveness of the re- 
serves and enabled them to serve more adequately their orig- 
inal purposes. 

A first basic principle which gives greater effectiveness to 
reserves under the Federal Reserve System is the insurance 
principle of distributing the risk. 

Fire insurance provides one of the simplest illustrations. 
Every prudent house owner makes some provision against the 
danger of fire. There are various ways in which he may do it. 
One way would be to start a special bank deposit which he 
might call his fire insurance deposit. He would lay aside some- 
thing in that account each month, so that in case the house 
were damaged by fire he would have something available 
towards repairing or rebuilding it. While this is a possible 
method of insurance, it is an inefficient and expensive one. 

What the house owner actually does is to enter a coopera- 
tive organization with thousands of other house owners, which 
is called a fire insurance company. Each one of the house own- 
ers pays a small sum regularly to a central fund. There are 
enough house owners cooperating and enough small sums paid 
in to make a large reserve fund, which is available to repair or 
rebuild the houses of any one or several of the cooperating 
house owners. The insurance principle here is simply that the 
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risk of loss through fire is distributed over thousands of house 
owners. 

This is somewhat the same principle as the centralization 
of bank reserves in the Federal Reserve System. Under the old 
scheme, e^h bank set aside its own funds against emergen- 
cies. The result was that no one bank was able to set aside a 
suflicient sum to meet its needs in case of a real emergency. 
But under the Federal Reserve System the reserves of the 
cooperating banks are pooled and are thus available to meet 
the emergency of any member or group of members, provided 
they have not impaired their borrowing power by dishonest 
or imprudent banking methods. 

While the term “insurance” is used here by way of illustra- 
tion it should be noted that the Reserve System was in no 
sense a plan of deposit insurance. It was simply a plan for 
turning a limited and specifi.c kind of a bank’s sound assets 
into cash quickly in times of need. To put it another way the 
Reserve System was designed to provide liquidity, whereas 
deposit guaranty plans vmdertake to guaranty solvency. The 
question of individual bank solvency was not made a direct 
responsibility of the Reserve System, but, as far as govern- 
mental supervision was concerned, was left largely in the hands 
of the previously existing supervisory authorities: that is, the 
ComptrpUer of the Currency for national banks and the vari- 
ous state banking departments for state banks. 

The Principle of Elasticity. — second basic principle of 
bank reserves under the Reserve System is the principle of 
elasticity. There are two kinds of emergencies to be met, one 
in which a few isolated banks need additional funds, the odier 
in which the demand for funds becomes general. The first need 
is met through the insurance principle as described above ; by 
the mobilization of reserves they can be shifted to the point 
where the need is greatest at any time. But when the need 
becomes general, then the total amount of funds available 
must actually be increased. The Reserve Banks provide a 
mechanism, by which this can be done — the mechanism of 
elasticity. 

Granted the strength of the pooled reserves and their power 
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to serve the banks in emergencies, the second part of the 
problem was to devise a scheme for putting some of the pooled 
reserves to work and at times to expand the available supply 
of money without flooding the market with funds and creating 
inflation. 

The principal method was that banks might berrow from 
the Reserve Banks just as the customer borrows from the 
commercial bank. In this way the bank in need may secure 
additional currency or restore depleted reserves. In addition 
to making such loans the Reserve Banks may put reserve 
money to work by purchasing government securities, bankers’ 
acceptances (biUs), cable transfers, and certain othei limited 
types of securities. The funds used to make these purchases 
find their way promptly into bank reserves and strengthen the 
position of the banks. Conversely the sales of these obliga- 
tions tend to decrease bank reserves just as does the repay- 
ment of loans by banks. 

Concerning the use of reserve funds just described it is im- 
^ portant to note that the reserve funds themselves are not 
physically withdrawn from the Reserve Banks. In fact under 
present law and Treasury regulations the gold which consti- 
tutes the basic reserves of the Reserve System is held in the 
Treasury and the Reserve Banks hold only gold certificates 
or gold credits with the Treasury. The member bank which 
borrows at a Reserve Bank receives a deposit credit on the 
books of the Reserve Bank. If the bank needs currency rather 
than credit it usually draws Federal Reserve notes or other 
forms of currency. Under present conditions the only case in 
which the gold reserves of the Reserve Banks may actually be 
withdrawn is when gold is withdrawn for export to a foreign 
central bank or is earmarked for such a bank. Ordinarily, bor- 
rowing by member banks simply increases the deposits or the 
note circulation of the Reserve Banks. Since these deposits 
require only 35 per cent reserves in gold certificates or lawful 
money and notes only 40 per cent reserves in gold certificates, 
a Reserve Bank can in an emergency lend to its member banks 
between two and three times its actual gold reserves, unless 
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gold is required for export. It is this mechanism which gives 
the Reserve System its elasticity or power of expansion. 

The wise control of the amount of reserve funds that are 
put to work either through member bank borrowings or Fed- 
eral Reserve purchases of bills or securities is the most difficult 
problem the Reserve System faces. It is the primary problem 
of Federal Reserve policy. The principal instruments of con- 
trol are the discount rate — ^that is, the rate of interest the 
Reserve Banks charge the member banks on loans — direct pur- 
chases and sales of bills and securities by the Reserve Banks, 
and changes in the legal reserve requirements for member 
banks. The questions involved in the use of these instruments 
will be discussed in later chapters on Federal Reserve policy. 

Economy in Reserves. — ^While the concentration and elas- 
ticity of reserves are the most important changes in bank re- 
serves resulting from the estabhshment of the Reserve System, 
there are other interesting changes; and one of these is a; 
reduction in the amount of reserves required by law to be : 
held by banks. The Federal Reserve legislation provided for | 
only a gradual transfer of reserves from the member banks 
to the Reserve Banks and the amounts required were reduced 
partly on the assumption that banks would voluntarily keep 
considerable amounts of reserves beyond the requirements 
of law.-^/ 

The changes in the legal reserves against demand deposits 
of national banks may be summarized in tabular form as fol- 
lows, for the period from 1887 to the inauguration of the 
Reserve System, for the first three years of its operation, and 
under the war-time amendment in 1917, which concentrated 
all legal reserves but further reduced the amounts. 

The reduction in reserve requirements for time deposits, 
those deposits, consisting largely of savings accounts, on which 
the bank could require at least thirty days’ notice before 
withdrawal, was stiU greater. Under the National Bank Act 
all individual deposits carried the same reserve requirements. 
In 1914 the reserve against time deposits was reduced to 5 per 
cent for all member banks, and in 1917 to 3 per cent. 

The essential facts about these changes in reserves are 
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Table 3. — Reserves Required on Demand Deposits 
(Per cent) 



Central 

Reserve 

City 

Banks* 

Reserve 
City ' 
Bankst 

Country 

Bankst 

National Bank Act Amended 1887 




Cash in vault (minimum) . 

25 

12.5 

6 

With approved agents 

0 

12.5 

9 

Total 

25 

25 

15 

Federal Reserve Act Effective 1914 




Cash in vault (minimum) 

6 

5 

4 

With Federal Reserve Banks (mini- 




mum) 

7 

6 

5 

In vault or with Federal Reserve 




Banks § 

0 

i 

3 

Total 

18 

15 

12 

Amendment of 1917 

All in Federal Reserve Banks . . . 

13 

10 

7 


• New York and Chicago, at one time St. Louis also, 
t Principal cities except New York and Chicago, 
j All otW banks. 

§ For thirty-six months from 1914 Eeserve city and country banks had the 
option of carrying these amounts with approved agents. 

that the legally required reserves were much reduced and 
concentrated in the Reserve Banks. Cash in vault or balances 
with banks are no longer counted as reserves.^ 

From the time of the passage of the Federal Reserve Act 
until the great depression banks in one way or another re- 
duced steadily the amount of discretionary reserves carried 
in excess of the legally prescribed minimum. The reduction 
probably went far beyond the intentions of the framers of 

^ As this book goes to press the Board of Governors of the Federal Reserve 
System has just announced an increase of 50 per cent in required reserves on 
both demand and time deposits und<^r terms of the Banking Act of 1935. 
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either the Federal Reserve Act or the 1917 amendments. The 
figures for all national banks for the dates of Comptroller's 
calls are shown in Diagrams 5 and 6. 

The aggregate of working reserves, which we may think of 
as composed of cash in vault, balances due from banks, and 
balances due from Reserve Banks, was reduced from 34 per 
cent of total time and demand deposits in 1913 to 20.5 per 
cent in the typical pre-depression year of 1926. The total of 

PER CENT 



DIAGRAM 5 — ^WORKING RESERVES OF NATIONAL BANKS, IN PERCENTAGE OF 
TOTAL TIME AND DEMAND DEPOSITS, HAVE BEEN MUCH REDUCED UNDER THE 
FEDERAL RESERVE SYSTEM UNTIL RECENT YEARS, WHEN THEY INCREASED. 
(working reserves include cash in VAULT, BALANCES IN BANKS, AND 
BALANCES IN FEDERAL RESERVE BANKS.) 

cash in vault and reserves with Federal Reserve Banks was 
reduced from 13% per cent to 9.4 per cent of deposits. 

From the point of view of the banks the first important fact 
about this reduction in reserves is that it released funds for 
investment or loans, with corresponding benefit to the earnings 
of member banks. A more important result from a public point 
of view was the effect of this reduction in bank reserves on the 
general credit situation. The funds released together with a 
heavy gold inflow exerted a tremendous pressure for credit 
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expansion just at the beginning of the World War when naany 
other influences throughout the world were working towards 
credit expansion and price inflation. 

During 1915 and 1916 the member banks carried excess 
reserves, that is, reserves in excess of the legal requirements, 
amounting on the average to about $860,000,000' or about 9 
per cent of their deposits. This was the only considerable 
excess of reserves since 1908 and naturally placed the banks 
in a position where they were eager to make loans and invest- 
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DIAGRAM 6 — ^NATtJEE OF THE CHANGES SINCE 1913 IN THE -WORKING RE- 
SERVES OF NATIOjS’AL BANKS. (iN PERCENTAGE OP DEPOSITS.) 


ments. The second reduction of reserve requirements in 1917 
operated m the same direction. 

It should be added that the release of additional credit in 
this way encouraged foreign borrowing in this market in the 
early years of the war and made large sums of money readily 
available when the United States entered the war. 

In the post-war period the reduction in required reserves 
was again an important influence. A major problem at that 
time was to avoid inflation from the gold which was pouring 
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into this country — a creditor country for the first time. Under 
the lower reserve requirements each dollar of imported gold 
had power to support a larger number of dollars of bank credit 
and so the problem of control was made more diflacult. 

The relationships which have been maintained under the 
Reserve System between the amount of gold in this country 
and the amount of bank deposits are shown in Table 4. Econ- 
omy in the use of gold was shown by a drop in the percentage 
of gold to deposits from 10.3 per cent in 1913 to 7.9 per cent 
in 1929. If gold imports had been put to full use for credit ex- 
pansion, the percentage might well have gone considerably 
lower. The gold revaluation in 1934, plus large gold imports, 
are reflected in the latest figures which are in the new gold 
dollars. They evidently leave room for a considerable credit 
expansion. 

Table 4. — ^Percentage op Monetary Gold in 
THE Country to Total Individual Deposits 

(As of June 30) 

10.3% 

8.0 

9.3 

8.8 

7.9 

9.2 

21.9 

Reserves in Other Countries. — It is interesting to compare 
the amount of reserves carried by banks in this country with 
the amounts currently carried by banks in other countries. It 
is, of course, difficult to secure figures which are strictly com- 
parable, partly because they are affected by the particular 
days on which reports are made; but the following table was 
compiled from the best available data in 1925 and 1926, a 
reasonably normal period. The reserve figure shown for each 
country is the percentage of cash, plus balances with banks of 
issue, to total deposits as nearly as they can be determined. In 
view of different banking practices in different countries, it is 
remarkable how nearly uniform are the percentages of reserve 
carried. 


1913 

1920 

1923 

1926 

1929 

1932 

1935 
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Typical Reserve 


United States member banks 9 . 5 % 

Ten London clearing banks 11.5 • 

Four French credit companies 11.5 

Swiss private banks 8.0 

Chartered banks of Canada 11.0" 


Growth of Savings Deposits. — Part of the reduction in re- 
serves shown in Diagrams 6 and 6 was due to the establish- 
ment of lower reserve requirements for time deposits, which 
include savings deposits, than for deposits subject to check. 
Before 1914 there was no legal distinction between the two. 
In fact there was no mention of time or savings deposits in 
the national banking laws. Deposits in the banks were gen- 
erally presumed to be available upon demand, without restric- 
tions of any kind. There was no explicit authority for deposits 
fitting the technical description given by the original Federal 
Reserve Act for time deposits: '^payable after thirty days.” 
Nevertheless the right to pay interest on deposits was recog- 
nized in practice, and many national banks paid attractive 
rates on certain classes of deposits and thus offered a place for 
what were really, from the standpoint of the depositor, savings 
deposits. 

For a few years just before the passage of the Federal Re- 
serve Act there had been an increasing interest in such depos- 
its in national banks, and the legal sanction given by the Act 
provided an impetus to them. Since the new law established 
a lower rate for time deposits than for demand deposits, it 
provided a good reason for classifying deposits carefully, and 
for qualifyiag interest-bearing deposits, wherever possible, 
under the technical description of time deposits by making 
them “payable after thirty days.” Many banks also undertook 
aggressive campaigns to increase their time deposits. 

In 1915, with the new reserve requirements in effect, time 
deposits of national banks (including time certificates of de- 
posit) equaled 20 per cent of total individual deposits. If all 
certificates of deposit, demand as well as time, are considered 
as savings, the percentage would have been 26 per cent. In 
following years, as shown in Table 5, the proportion of time 
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deposits relative to the total trended definitely upwards, par- 
ticularly during the twenties, and in 1929 tune deposits of 

Table 5. — Pbecentage of Time Deposits to Total Inditidual 
Deposits in National and State Banks* 


(Deposits in millions of dollars) 



National Banks 

State Banks 

Year 
(as of 


Total 

Per Cent 


Total 

Per Cent 

June 30) 

Time 

Indi- 

Time to 

Time 

Indi- 

Time to 


Deposits 

vidual 

Deposits 

Total 

Deposits 

Deposits 

vidual 

Deposits 

Total 

Deposits 

1915 

1,286 

6,385 

20 

3,620 

8,569 

42 

1916 

1,669 

7,769 

21 

3,906 

10,444 

37 

1917 

2,091 

9,232 

23 

4,014 

8,159 

49 

1918 

2,243 

9,905 

23 

4,592 

9,774 

47 

1919 

2,690 

11,771 

23 

3,988 

10,891 

37 

1920 

3,402 

13,588 

25 

4,842 

11,826 

41 

1921.... 

3,660 

12,337 

30 

6,106 

14,380 

42 

1922 .... 

4,079 

13,197 

31 

5,841 

11,954 

49 

1923 .... 

4,711 

13,964 

34 

7,043 

13,287 

53 

1924 

5,195 

14,754 

35 

7,233 

13,942 

52 

1925.. .. 

5,858 

16,254 

36 

7,871 

15,416 

51 

1926....’. 

6,243 

16,985 

37 

10,493 

19,286 

54 

1927 

7,239 

18,127 

40 

10,975 

23,863 

46 

1928 

8,213 

19,217 

43 

11,539 

24,834 

46 

1929 

8,147 

18,651 

44 

11,487 

25,234 

46 

1930 

8,441 

19,367 

44 

11,358 

24,520 

46 

1931 .... 

8,224 

18,329 

45 

10,481 

21,698 

48 

1932 

6,771 

14,712 

46 

7,262 

15,724 

46 

1933 

5,574 

13,467 

41 

5,189 

12,551 

41 

1934 

6,339 

15,605 

41 

5,599 

13,849 

40 

1935 

6,894 

18,168 

38 

5,943 

16,225 

37 


* Excludmg United States Govenunent deposits, postal savings deposits, due to 
banks, certified and cashiers’ checks outstanding, and unclassified deposits. 


national banks were 44 per cent of total individual deposits.^ 
There was a decline in time deposits diuing the depression, 

’Including all certificates of deposit the percentage would have been 44 also. 
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along with demand deposits, but they recovered less rapidly, 
and in 1935 time deposits of national banks were 38 per cent 
of total individual deposits — about the same proportion as in 
state banks. 

The Comptroller’s figures for state banks show no compara- 
ble change in the proportion of time to total individual de- 
posits. The percentage is subject to considerable variation, 
partly due, no doubt, to inconsistency in reporting. But state 
banks did not experience any such change in the legal com- 



DIAGRiJC 7 — ^RELATIVE GROWTH OF TIME. DEPOSITS AND DEMAND DEPOSITS 
IN COMMERCIAL BANKS, DEPOSITS IN MUTUAL SAVINGS BANKS, AND TOTAL 
TIME AND SAVINGS DEPOSITS INCLUDING POSTAL SAVINGS DEPOSITS. (DATA 
ARE FOR JUNE 30 EACH TEAR.) 

plexion of time deposits as did national banks, and the reduc- 
tion of reserve requirements on such deposits for state banks 
joining the Federal Reserve System appeared to be only a 
minor influence. 

Just what the largely increased time deposits of national 
banks represent is a much debated question. In part they are 
no doubt deposits previously classified as demand deposits, 
but do they represent solely this? Do they represent business 
which would otherwise have gone to the savings banks? Or 
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are they new savings deposits stimulated by the offering of 
new convenient savings facilities and by extensive advertis- 
ing? There is no way at present of definitely answering these 
questions. Some light is shed on the problem by a comparison 
of time deposits in all commercial banks with demand depos- 
its in the same banks, and with deposits in mutual savings 
banks. These comparisons are made in Diagram 7 and Table 6 


Table 6. — Gbowth of Time and Savings Deposits Relative to 
Demand Deposits 


(In millions of dollars) 


Year 
(as of 
June 30) 

Demand 

Deposits 

Commer- 

cial 

Banks* 

Time 

Deposits 

Commer- 

cial 

Banks* 

Deposits 

Mutual 

Savings 

Banks 

Postal 

Savings 

Deposits 

Total Time 
and Savings 
Deposits plus 
Postal Sav- 
ings Deposits 

1915 



3,946 

66 

8,918 

1916 

12,638 

5,575 

4,136 

86 


1917 

11,286 


4,341 

132 

10,578 

1918 

12,844 

6,835 

4,344 

148 

11,327 


15,984 

6,678 

4,724 

167 

11,569 



8,244 

5,172 

157 

13,573 


16,951 


5,396 

152 

15,314 

1922 

15,231 

9,920 


138 

15,745 

1923 

15,497 

11,754 


132 

18,169 

1924 

16,268 

12,428 


133 

19,247 


17,941 



132 

21,001 

1926 

19,535 

16,736 

7,559 

134 

24,429 


23,776 

18,214 

8,055 

147 

26,416 


24,299 



152 

28,570 





154 

28,679 



19,799 

9,191 

175 

29,165 



18,705 


347 

29,069 





785 

24,840 


15,255 



1,204 

21,667 

1934 

17,516 

11,938 

9,765 

1,221 

22,924 

1935 

21,556 

12,837 


1,231 

23,988 


* Excluding United States Govenunent deposits, postal savings deposits, and 
due to banks. 
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which show that time deposits in commercial banks grew 
more rapidly than their demand deposits, and more rapidly 
than deposits in mutual savings banks. With the onslaught of 
the depression, however, they dropped sharply, behaving at 
that time more like demand deposits than like the deposits in 
mutual savings banks. Nevertheless this evidence is far from 
conclusive as to the nature of commercial bank time deposits. 
Any deposits in commercial banks were bound to be influ- 
enced adversely in the depression by the difflculties of those 
banks, which the savings banks so largely escaped. Savings 
deposits in commercial banks were doubtless in part withdrawn 
for hoarding and for deposit with the Postal Savings System, 
the deposits of which rose from $150,000,000 to $1,200,000,- 
000 during this period. 

Evidence of the nature of time deposits of commercial banks 
is also to be drawn from data on the average amount due each 
time depositor. Almost 90 per cent of the time deposits of 
national banks in 1935 were evidenced by savings passbooks,, 
as opposed to time certificates of deposit, and the average 
account was $397. In state banks, 82 per cent of time deposits 
were evidenced by savings passbooks, and the average account 
was $355. The size of these figures in relationship to the mutual 
savings bank average deposit of $749, suggests that time de- 
posits of commercial banks include a large volume, of small 
accounts, presumably savings accounts. 

The rise in the proportion of time deposits of national banks 
during the first fifteen years of the Federal Reserve System 
was undoubtedly due in part to changes in the classification 
of deposits, and some amount of transfers from demand de- 
posits to time deposits of corporation and other funds not 
needed for immediate use. On the whole, however, it seems a 
reasonable conclusion that time deposits in national banks, 
as weU as in commercial banks generally, are to a very con- 
siderable extent genuine savings deposits, and the passage of 
the Federal Reserve Act has stimulated the growth of these 
deposits. 

The recent growth of time deposits in member banks raises 
the further important questions as to whether reserve require- 
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ments are adequate, and how the growth of time deposits is 
changing the character of the business of national banks. 
Funds deposited on time must be employed in higher yielding, 
and longer term, assets than funds on which no interest is 
paid. The.protection of time depositors is a part of the prob- 
lem. In case of a run on a commercial bank, the demand de- 
posits might conceivably be withdrawn by check through the 
clearing house, and the bank’s assets exhausted, while the 
time depositors stood in line at the -tellers’ windows or were 
perhaps required to wait thirty or sixty days. The combining 
of commercial and savings business on a large scale in one 
institutioh greatly complicated the problem of the banks dur- 
ing the banking disturbances of 1931 to 1933 which accentu- 
ated every weakness. Time deposits proved about as volatile 
as demand deposits and the slow assets held against them 
could not be liquidated readily. The effort to liquidate these 
assets depressed their prices severely and intensified the de- 
pression. 

The Banking Acts of 1933 and 1935, contain two contribu- 
tions towards the solution of this problem. First, they have 
made aU bank assets more liquid by giving the Reserve Banks 
power to lend against any sound asset. Second, they have au- 
thorized the Reserve Board to fix maximum interest rates that 
member, banks may pay on time deposits. This latter power 
places some limitation on the competition between banks for 
time deposits and relieves some of the pressure upon banks 
with large time deposits to invest their funds in high yield 
securities of second grade. 

Neither of these two provisions removes the major difficulty 
which lies in the fact that time deposits under present prac- 
tices are in effect payable on demand, and yet they have to be 
employed in long term assets which are subject to fluctuations 
in value and often cannot be liquidated promptly or without 
adverse effects. A more basic change is necessary, though at 
the moment there is no consensus of opinion as to just what 
should be done. 

Power to Change Reserve Requirements. — ^Am amendment 
to the Federal Reserve Act included first in the Agricultural 
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Relief Act of 1933 and liater amended by the Banting Act of 
1935 gave the Board of Governors of the Federal Reserve Sys- 
tem power to change the reserve requirements of member 
banks against time or demand deposits. The Act in its amended 
form provided, however, that the requirements could not be 
reduced below the requirements at the time the Act was 
passed, and they could not be increased to more than twice 
that amount. This new provision will be discussed in a later 
chapter as an instrument of Federal Reserve policy. 

SUMMAET 

1. Before the Federal Reserve System bank reserves ivere scat- 
tered among thousands of individual banks and reserve 
laws were so inflexible that reserves could not be' used in 
emergencies. 

2. The Reserve System made two great changes in reserves: 

A. It concentrated the reserves and made them mobile and 
usable. 

B. It provided a plan for increasing at times the power of 
reserves to support credit. 

3. Concentration and greater efficiency of reserves have been 
accompanied and followed by a large reduction in the 
amount each member bank is required to maintain. 

4. Lower reserve requirements on time or savings deposits 
have been followed by large increases in these deposits in 
national banks, with a consequent change in the character 
of the business of these banks involving a number of per- 
plexing problems. 



CHAPTER IV 


The Reserve Banks as Lenders 

AS WAS noted in the previous chapter, the method by 
Xx. which the basic reserves concentrated in the Reserve 
Banks are put to additional use from time to time is the mak- 
ing of loans and investments by the Reserve Bank. It is by 
variations'in the amount of its loans and investments that any 
central bank provides elasticity of credit for the country. The 
general principle is the same in all countries, but the particu- 
lar forms in which central bank credit is extended differ widely. 
The Federal Reserve Banks have under the law extended 
credit in three principal forms: 

' 1. Loans to member banks. 

2. Purchases of acceptances. 

3. Purchases of government securities. 

The amounts of these different forms of credit outstanding 
at different times have shown great variation as is illustrated 
in Diagram 8. During the war period loans were greatly ex- 
panded, and their volume was substantial through most of the 
subsequent history of the System until the past few years, 
when money has been so plentiful that the banks have been 
able to pay off practically all of their borrowings from the 
Reserve System. Since 1933 Federal Reserve credit has taken 
the form almost exclusively of purchases of government securi- 
ties. In the whole 21 years acceptances have provided perhaps 
the most rapidly fluctuating form of Reserve Ban k credit and 
in particular have shown marked seasonal movements. Apart 
from these three main types the other forms of Federal Re- 
serve lending have been of relatively small importance. 

The history of the changes from time to time in the char- 
acter and amount of Federal Reserve credit constitutes the 
history of Federal Reserve policy and much of this book will 

41 
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be concerned with the analysis of these fluctuations and their 
causes. The purpose of this chapter is to lay the groundwork 
for later discussions by a description of the general -nature of 
Federal Reserve credit and particularly of loans. 

Who Takes the Initiative? — At the outset one interesting 
distinction may be drawn among the three principal t3^es of 
loans and investments. In acquiring government securities the 



DIAGRAM 8 — ^VARIATIONS OF PRINCIPAL FORMS OF RESERVE BANK CREDIT IN 

TISB. 

Federal Reserve Banks are active in the sense that purchases 
are the result of definite policy decisions. The Reserve System 
decides in advance when and how much government securities 
it will purchase. There is one minor exception to this state- 
ment in the case of securities acquired under repurchase agree- 
ment, which will be discussed in a later chapter, but the 
amounts involved are small. Generally speaking, in gov- 
ernment security operations the Reserve System takes the 
initiative. 

; In making loans to member banks, however, and in pur- 
chasing acceptances, the Reserve Banks are to a certain extent 
passive. That is, they stand ready to make loans to their mem- 
ber banks within the limits of the amoimt of suitable paper 
which the banks may have available to discount or pledge. 
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Again there are some exceptions to this general statement; 
there have been times when a Reserve Bank has refused to 
lend or to increase its loans to some member bank no matter 
how good the paper offered. But, the point at which the Re- 
serve System has ordinarily expressed its policy in its lending 
operations has been not in granting or refusing loans but in 
determining the interest rate, or discount rate, at which loans 
are made. Similarly the Reserve Banks ordinarily stand ready 
to buy the ehgible bankers’ acceptances which may be offeredi 
to them. There have indeed been times when eligible accept-' 
ances have been refused; but generally speaking the Reserve 
Banks have been passive rather than active in their specific 
purchases of acceptances and have expressed their policy by 
changes in the rates at which purchases are made. 

These statements should not be interpreted to mean that 
the Reserve System has no control over the volume of its loans 
or acceptance holdings, but rather that the control is of a quite 
• different sort from the control over government security hold- 
ings. The peculiarities of the acceptance market and its rela- 
tion to the Federal Reserve Banks wiU be discussed in a later 
chapter on the bill market, and the government security hold- 
ings will be discussed under open-market operations, while 
the rest of this chapter will discuss particularly loans to mem- 
ber banks. 

Loans to Member Banks. — Loans to banks take two forms, 
discounts and advances. A discount (or rediscount) is made 
when a member bank endorses and sends to the Reserve Bank 
its customers’ promissory notes, the proceeds of which are used 
for agricultural, industrial, or commercial purposes. The Re- 
serve Banks may discount paper of this sort with a maturity 
of not more than ninety days, or in the case of certain kinds 
of agricultural paper, nine months. An advance is made when 
a member bank gives a Federal Reserve Bank its own promis- 
sory note payable within ninety days and secured by its cus- 
tomers’ obligations of the same sort as are eligible for redis- 
count or payable within fifteen days if secured by United States 
Government bonds, notes, or bills or obligations fully guaran- 
teed by the government. In addition to these usual fo rms 
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’ of loans to member banks the depression gave rise in 1932 to 
a broader form of advance on any sound collateral. This form 
has been made permanent by the Banking Act of 1935. The 
Reserve Banks were also given in the summer of 1932 and 
again in 1934 certain limited powers to make loans directly to 

Table 7. — Loans to Member Banks Made bt the Federal 
Reserve System — ^Average End op Month Holdings by Years, 

1914-1935 

(In millions of dollars) 


Year 

Redis- 
counts 
Secured 
and Un- 
secured 

Advances 

r 

Total 

Discounts 

and 

Advances 

Secured 
by U. S. 
Government 
Obligations 

Other- 

wise 

Secured 

Total 

1914*. . . . 

10 




10 

1915*. . . . 

32 




32 

1916*. . . . 

30 




30 

1917t. .. . 

438 


222 

222 

660 

1918*. .. . 

645 

1,094 

21 

1,115 

1,760 

1919*. ... 

1,087 

1,119 

9 

1,128 

2,215 

1920 

1,531 

1,020 

6 

1,026 

2,557 

1921 

1,161 

574 

15 

589 

1,750 

1922 

330 

223 

12 

235 

565 

1923 

372 

387 

8 

395 

767 

1924 

205 

156 

11 

167 

372 

1925 

168 

273 

70 

343 

511 

1926 

196 

319 

86 

405 

601 

1927 

127 

270 

60 

330 

457 

1928 

194 

576 

127 

703 

897 

1929 

270 

535 

166 

701 

971 . 

1930 

113 

118 

43 

161 

274 

1931 

128 

149 

58 

207 

335 

1932 

166 

215 

123 

338 

504 

1933 

65 

79 

104 

183 

248 

1934 

5 

9 

18 

27 

32 

1935 

1 

3 

3 

6 

7 


♦ Holdings as of December 31. , 

t Holdings December 31, 1917 included rediscounts for Federal Eeserve Banks. 




AND THE MONEY MAEKET 


45 


individuals and business concerns. The loans under these re- 
cent provisions of law have been relatively limited in amount 
and by far the largest business has been under substantially 
the terms of the original Federal Reserve Act, as modified in 
1916 to ipake government securities eligible as collateral for 
advances. 

An analysis by principal types of the loans to member banks 
made by the Federal Reserve System is shown in Table 7. 

Another indication of the scope of the System’s lending 
operations may be found in the number of banks accommo- 
dated at different times. This is shown in Table 8. 

9 

Table 8. — Numbek of Membee Banks Accommodated Through 
Discounts and Advances — ^High Month, Low Month,* and 

Average 


Year 

High Month 

Low Month 

Average 

1915 

835 

398 

680 

1916 

678 

314 

512 

1917 

1,701 

262 

840 

1918 

3,671 

1,353 

2,786 

1919 

4,047 

3,091 

3,829 

1920 

5,551 

3,338 

4,534 

1921...- 

5,745 

5,107 

5,502 

1922 

5,350 

3,793 

4,366 

1923 

4,110 

2,976 

3,654 

1924 

3,795 

2,573 

3,265 

1925 

3,289 

2,415 

2,902 

1926 

3,458 

2,659 

3,023 

1927 

2,858 

2,345 

2,593 

1928 

2,957 

2,104 

2,615 

1929 

3,414 

2,597 

3,043 

1930 

3,049 

2,194 

2,679 

1931 

3,375 

2,185 

2,625 

1932 

3,640 

2,884 

3,295 

1933 

3,285 

1,033 

1,787 

1934 

929 

202 

420 

1935 

213 

119 

172 


* Each bank is counted only once no matter how often it borrowed during the 
month. The averages are computed from twelve monthly totals for eachi year 
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The number of member banks during these years increased 
from 7,584 in November, 1914, up to 9,892 in 1922 and then 
declined to 6,410 in 1935. The percentage of banks borrowing 
ranged on the average from about 7 per cent to 56 per cent, 
and during most of the time it might be said that about 
one-third of the banks were borrowing. This does not mean 
that some banks were borrowing continuously, for the borrow- 
ing shifted from bank to bank. 

Eligibility of Paper for Discount. — The theory back of the 
rules of eligibility in the original Federal Reserve Act was that 
the central bank of a country should take into its portfolio 
only the highest grade “self-liquidating” paper of short term. 
This paper should be so directly related to the turnover of 
business that the funds to pay off any loan would be provided 
"automatically by the completion of the business transaction 
represented by the paper. In this way it was believed the 
funds of the central bank would only be put into use at times 
when they were required by business, and they would flow . 
back into the central bank as soon as the need had passed. 
Practical dififlculties in a rigid application of this theory to 
the lending operations of the Federal Reserve Banks arose 
first in 1916 when the greater convenience of advances against 
government securities led to an amendment to the Federal 
Reserve Act (September 7, 1916) authorizing such advances. 
During the war these powers were used extensively. Later the 
amount of strictly eligible paper available in the country, even 
including government securities dwindled to a point where it 
was insufficient to take care of aU bank requirements in the 
great depression. It was also gradually discovered that the 
eligibility provisions of the Act did not serve to regulate the 
amount of Federal Reserve credit outstanding as well as theo- 
retical considerations had suggested. 

Before plunging into these questions it may be well to re- 
view a little more specifically the standards of eligibility of 
paper for discount at a Federal Reserve Bank prior to the leg- 
islation of recent years. It is difficult to do better than to quote 
from a summary published in the Federal Reserve Bulletin for 
July. 1930. 
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Tests of Eligibility. — ^In view of the fact that the Federal re- 
serve system was established for the purpose, among others, of 
creating an agency from which member Ibanks can obtain credit 
for seasonal or emergency needs, the Federal reserve act provides 
in a general way that so-called commercial paper be eligible for 
discount with the reserve banks. This is a class of paper that a 
typical member bank would acquire in considerable volume in the 
course of its ordinary operations, and at the same time one that is 
so liquid that it can be safely held by the banks of issue. Paper 
created in the process of financing the flow of commodities in pro- 
duction and trade arises out of loans that are ordinarily liquidated 
by the borrower with funds received in the natural course of events 
from the sale of goods underlying the transaction. In the majority 
of cases thb rules and regulations relating to eligibility are conse- 
quently devoted to defining eligible paper by reference to the nature 
of the underlying transactions. The first question to ask, therefore, 
in the process of testing any piece of paper for eligibility, is: Did 
it arise from, or are the proceeds to be used for, the proper sort of 
transaction? Other questions, which are equally essential but com- 
paratively easy to determine, are as follows: Is the maturity within 
the law and regulations? Does the paper meet the physical formali- 
ties prescribed? Has the legal limit of the aggregate of paper re- 
discountable for the particular obligor been reached? 

In order to be eligible, paper must arise out of a transaction re^ 
lated to an agricultural, industrial, or commercial purpose; the 
paper must have been drawn or the proceeds used for producing, 
purchasing, carrying, or marketing goods. Paper is not eligible if 
the proceeds are used to finance fixed investments of any kind; or 
any investments of a purely speculative character; or carrying or 
trading in stocks and bonds except obligations of the United States; 
or to finance relending operations except relending by cooperative 
marketing associations and factors. 

Because of the longer maturities for which agricultural papert/ 
may be rediscounted, it needs to be distinguished from other eligible 
paper. Agricultural paper arises out of activities of growers in con- 
nection with production, marketing, and carrying of agricultural 
products, including the breeding, raising, fattening, or marketing of 
livestock. In classifying paper, the purpose of original negotiation 
is determining throughout its life. 

Some special points should be kept in mind with relation to 
bankers^ acceptances. In respect to this type of paper the law and 
regulations are somewhat more specific as to the purpose of nego- 
tiation or nature of transaction. Purposes specifically enumerated 
are shipment of goods, including export and import, storage of 
readily marketable staples, and the creation of dollar exchange. 
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Eligibility vs. Acceptability. — The Federal reserve act, the 
regulations of the Federal Reserve Board, and the rulings of the 
board define the tests that paper must meet in order to be eligible 
for rediscount. The Federal Reserve banks must observe these tests 
when taking paper, but to them is left the matter of passing on the 
desirability of paper from a credit standpoint. Paper may meet the 
technical tests of eligibility and yet fail to meet the credit require- 
ments of any particular Federal reserve bank. Moreover, each 
Federal reserve bank is charged by the act in extending accommoda- 
tion to any particular member bank to have “due regard for the 
claims and demands of other member banks.” 

Member Bank Collateral Notes. — Member banks, in addition 
to raising funds from Federal reserve banks by rediscounting, may 
borrow for 15 days^ on their own notes secured by obligations of 
the United States or by paper eligible for rediscount. Indeed, more 
use has been made in recent years of this method of borrowing than 
of rediscounting; . . . 

Decline in Amount o£ Eligible Paper. — While every bank 
doing a commercial banking business has a considerable 
amount of eligible paper as described above, every bank also, 
has a considerable amount of paper which is not eligible be- 
cause of its longer maturity or the nature of the transaction 

Table 9. — Eligible Paper and U. S. Government Securities 
Held by All Member Banks 


(Dollar amounts in millions) 


Years 

Total 
Loans and 
Invest- 
ments 

Ehgible 

Paper 

Per Cent of Eligible 
Paper to Total 
Loans and 
Investments 

Government 

Securities* 

Dec. 27, 1916 

$10,609 


21.7 

$ 24 

June 30, 1920 

24,871 


24.5 

2,123 

June 30, 1925 

28,869 


16.6 

3,132 

June 30, 1930 

35,006 


11.2 

3,412 

June 29, 1935 

28,563 


7.2 

11,208 


* Less estimated amount of United States Government securities pledged to 
secure national bank note circulation. 


^The time has been lengthened to 90 dai^ for notes secured by eligible 
paper. 
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financed. In fact, the amounts and proportions of eligible ' 
paper held by the member banks of the country have dimin- 
ished markedly in the past fifteen years. The preceding figures, 
which are of necessity partly estimated, show the changes 
which have' taken place. 

There are a number of reasons for this gradual decrease in 
the amount of eligible paper. The first and most important 
reason is that the decade of the twenties was one in which 
business concerns found it easy and advantageous to obtain 
funds through the sale of securities, which they might use in 
repaying bank loans and in building up a supply of working 
capital. The experience of 1920 and 1921, when a large volume 
of bank loans was liquidated under some pressure and at some 
sacrifice, influenced many business men to place their finances 
in a more independent position. 

A second cause back of the reduction in eligible paper was v 
the reduction in inventories and speeding up of business turn- 
'over, accompanying the movement towards business efficiency 
of that decade, which is revealed by many surveys.® 

A third cause operating in the years of the depression was 
the great decline both in the volume of business and in pro- 
duction costs. 

The figures in Table 9 are totals for all member banks. 
This eligible paper was not, of course, distributed evenly 
among member banks, but some banks held more than ample 
amounts and others small amounts. As a consequence when 
the banks were subjected to heavy withdrawals in the great 
depression many banks found themselves without sufficient 
eligible paper to obtain from the Reserve Banks all the funds 
they required to meet their customers’ needs. 

The theory of limiting central bank loans to eligible paper .s'- 
was based on the assumption that the greatest needs for credit 
would arise at times when business was most active and hence 
when the banks held the largest amount of eligible paper. 
While this theory is frequently valid, and in the 21 years of 

^See especially, Eeport of the Committee on Recent Economic Changes in 
the United States, of the President’s Conference on Unemployment, National 
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the history of the System most of the large demands upon the 
Reserve Banks have resulted rather directly from business 
activity, tbe war and the great depression demonstrated differ- 
ent kinds of requirements. The government’s huge financial 
demands during the war made it necessary (using the 1916 
amendment) to give ihe banks every inducement to buy or 
lend on government securities. In the great depression the 
heaviest demands upon member banks came at a time when 
business was greatly depressed and the amount of eligible 
paper held by the banks was at its lowest ebb. Hence came 
the necessity for amending the Federal Reserve Act to permit 
S,dvances by the Reserve Banks to member banks on an in- 
creasingly wide range of collateral. 

Loans on Other Assets. — ^Early in 1931 the governors of 
the Federal Reserve Banks recommended a revision of the law, 
but it was not until February, 1932, that the recognition of 
the need became sufficiently general to support legislation on 
the subject. The result then was the passage of the so-called' 
Glass-Steagall Act, later amended by the Emergency Banking 
Act of 1933, the pertinent paragraph of which follows. A fur- 
ther provision, permanent in nature, enabling groups of banks 
to borrow, endorsing each other’s paper, has not proved prac- 
tical. 

Sec. 10 (b) . In exceptional and exigent circumstances, and when 
any member bank has no further eligible and acceptable assets 
available to enable it to obtain adequate credit accommodations 
through rediscounting at the Federal Reserve bank or any other 
method provided by this Act other than that provided by section 
10(a), any Federal Reserve bank, under rules and regulations pre- 
scribed by the Federal Reserve Board, may make advances to such 
member bank on its time or demand notes secured to the satisfac- 
tion of such Federal Reserve bank. Each such note shall bear inter- 
est at a rate not less than 1 per centum per annum higher than the 
highest discount rate in effect at such Federal reserve bank on the 
date of such note. No advance shall be made under this section 
after March 3, 1934, or after the expiration of such additional pe- 
riod not exceeding one year as the President may prescribe. 

This provision was extended by the President for a year 
from March 3, 1934, to March 3, 1935, and after a few months’ 
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lapse has been made permanent by a paragraph in the Bank- 
ing Act of 1935, but in liberalized form as follows: 

Sec. 10 (b) . Any Federal Reserve bank, under rules and regula- 
tions prescribed by the Board of Governors of the Federal Reserve 
System, may make advances to any member bank on its time or* 
demand notes having maturities of not more than four months and 
which are secured to the satisfaction of such Federal Reserve bank. 
Each such note shall bear interest at a rate not less than one-half 
of 1 per centum per annum higher than the highest discount rate in 
effect at such Federal Reserve bank on the date of such note.^ 

The volume of loans made under the temporary feature of 
the Glass^Steagall Act is shown in Table 10. 


Table 10. — Federal Reserve Loans to Member Banks under 
Glass-Steagall Act of February, 1932 

(In thousands of dollars) 



1932 

1933 

1934 

1935 

January 1 


14,217 

16,099 

1,425 

February 

— 

18,530 

14,038 

1,740 

March 

46 

66,157 

12,285 

1,559 

April 

3,900 

94,725 

9,736 

1,525 

May 

4,560 

73,261 

8,232 

1,494 

June 

19,219 

24,439 

6,570 

1,475 

July....: 

21,510 

26,962 

6,197 

1,473 

August 

15,784 

20,652 

6,347 

1,458 

September 

15,135 

19,611 

2,368 

1,453 

October 

14,415 

19,455 

2,114 

1,452 

November 

14,123 

20,513 

1,731 

1,532 

December 

13,974 

18,824 

1,647 

1,594 


The amounts of these loans were relatively small but that 
is not a trustworthy indication of the importance of the law. 
The cases in which these loans were made were borderline and 
critical cases. Moreover the assurance to all member banks 
that they could, if necessary, obtain the credit they required 

® This has been interpreted to mean the highest discount rate applicable to 
discounts for member banks under the provisions of sections 13 and 13(a). 
For a discussion of this point see the Federal Reserve Bulletin for November, 
1935, page 771 — Advances under section 10(b) of the Federal Reserve Act.” 
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at the Reserve Banks against any of their sound assets helped 
give them reassurance and courage at a time when it was 
greatly needed and placed them in position to lend more freely 
on ineligible paper. The latter consideration was emphasized 
by Governor Eccles in advocating the provision included in 
the Banking Act of 1935.^ It should be noted also that begin- 
ning early in 1932 the Reconstruction Finance Cor poration 
was created to make loans to banks and other financial agen- 
cies and carried a major part of the load of ineligible loans. 

The passage of the amendments to the Reserve Act just de- 
scribed brings the law in this country nearer to the practice of 
other countries; heretofore eligibility provisions had been in 
general more restrictive than elsewhere. 

Value of Eligibility Rules. — ^The experience of recent years 
has led to considerable questioning of the theoretical as well as 
the practical value of the eligibility standards of the Federal 
Reserve Act. The change in point of view indicated by the 
willingness in 1932 to pass temporary legislation for loans on . 
ineligible paper and, in 1935, to make this provision perma- 
nent in still more liberal form, did not take place easily. When 
the proposal was first suggested in the Senate there was bitter 
editorial and Congressional opposition. It was contrary to 
principles of central banking widely taught and firmly held. 
The arguments are worth reviewing briefly as a necess^y basis 
for understanding policy questions considered later. 

The ehgibility provisions of the Federal Reserve Act might 
be expected to prove valuable and effective in three directions; 
first, in assuring the liquidity of the Federal Reserve Banks, 
second, in setting standards for member bank loans, and third, 
in controlhng the volume of Federal Reserve loans. 

First, as to the liquidity of the Federal Reserve Banks, it is 
necessary that their portfolios should be so liquid that their 
loans will be paid off promptly when the need for the loans 
passes. Ordinarily, experience has shown, the Reserve Banks 
look to the banks for repayment. If the member banks are 
solvent they will in natural course pay off Federal Reserve 

*U. S. House of Representatives, Committee on Banking and Currency — 
Banking Act of 19S5; Hearings . . . Statement of Marriner S. Eccles, before 
74tli Congress, 1st Sess. on H.R. 5357, March, 1935, p. 183. 
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loans at the earliest possible moment. Frequently they pay off 
loans long before the particular paper used matures. The qual-' 
ity of the paper offered by a member bank for rediscount or as 
collateral for a loan becomes important as far as promptness 
of payment is concerned only in the case of failed banks. 
Under these circumstances the eligible paper received from a 
member bank is often less desirable than some other asset 
which the member bank may hold, particularly its bonds, for’ 
bonds can be sold promptly in the market whereas eligible 
commercial paper, even of the best quality, can only be col- 
lected over a period of weeks or months. Thus the Reserve 
Banks may well be m a safer and more liquid position in 
making loans to member banks if the paper they take is not 
restricted by technical eligibility requirements. 

As to the second point, the standards of eligibility set up 
by the Federal Reserve Act have been valuable in improving 
the quality of the paper in member bank portfolios. Each 
jmember bank naturally desires to have as large a proportion 
as possible of its loans in eligible form. This has led banks to 
seek out liquid and sound loans and to put them in eligible 
form by requiring adequate statements from the borrowers. 
The careful review which the Reserve Banks have made of 
all paper presented to them and the resulting conferences 
with the officers of member banks have been an influence for 
the improvement of banking practices. It is also true, con- 
versely, that the eligibility requirements of the System have 
made it at times more difficult for borrowers whose paper 
might be good but technically ineligible to obtain funds from 
member banks. But, on the whole, it is fair to say that the 
eligibility requirements of the Reserve System have exerted 
an influence toward the betterment of banking standards in 
. the United States. 

We come then to the third traditional reason for the orig- 
inal eligibility requirements; namely, that their enforcement 
would aid in a suitable control of the volume of credit. The 
theory in its pure form was that as long as the Reserve Banks 
accepted only business paper arising out of bona fide commer- 
cial transactions there could be no excessive expansion of 
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credit, because credit would always be related to the needs of 
business. This general theory and its corollaries have been the 
source of many a dispute in Federal Reserve policy. ‘•The ques- 
tion has been raised, for example, on a number of occasions, 
whether the power of the Reserve Banks to make advances 
to member banks collateraled by government securities was 
not in some way responsible for the “seepage” of Federal Re- 
serve funds into speculative channels. 

As a basis for any discussion of this whole problem it is 
desirable to visualize the mechanism of the relation between 
the paper which a member bank offers the Reserve Bank and 
the causes of the borrowing; for in practice the° particular 
piece of paper which a member bank presents to a Reserve 
Bank is usually unrelated to the cause of borrowing. The fol- 
lowing points may be noted. . 

1. Bsuiks^ usually borrow because their reserves have be- 
come impaired; that is, they borrow after the event 
which makes it necessary. Only rarely do they borrow* 
specifically to lend again. 

2. The immediate cause of borrowing is often outside the 
bank’s , control,^ as when the bank’s reserves are de- 
pleted by a withdrawal of deposits by some or many 
customers, by check, or any form of currency. Such a 
withdrawal of deposits may be due to business opera- 
tions of which the bank may be wholly ignorant. It 
may even be due to gold exports or sales of securities 
by the Reserve Banks, though of course the need to 
borrow is influenced by the member bank’s general 

, lending and investing policy. 

J 3. Any bank with deficient reserves has several alterna- 
tives. It may call loans. It may sell acceptances or 
other investments. It may borrow from a correspond- 
ent bank, or it may borrow from a Federal R^erye 
Bank. If the bank decides to borrow from a Reserve 
Bank it has tihe choice whether it will present some of 
its customers’ paper for rediscount or borrow from the 
Reserve Bank on its own secured note. A secured note 
is usually more convenient because many member 
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banks hold in safekeeping with their Reserve Banks 
government securities available for their use. This 
avoids the work of picking out customers’ paper, list- 
ing it on application blanks, making sure the Reserve 
Bank has statements properly filed, arranging appro- 
priate maturities, etc. 

4. The diffi nnlty of exercising control over the use of 
Federal Reserve credit by restriction of the character 
of paper the member banks may offer to the Reserve 
Bank, that is by eligibility rules, is further indicated if 
we carry the process one step further. For when a 
member bank borrows from the Reserve System it is 
at times taking only the first in a series of steps by 
which one dollar of Federal Reserve credit may expand 
into a number of dollars of bank credit. This principle 
was discussed at some length in Chapter I. It is per- 
haps the most difficult and perplexing of banking ques- 
tions, but it may be restated briefly that when an'c> 
extra dollar of Federal Reserve credit is put into use 
through the borrowing of member banks or through 
investments on the part of the Federal Reserve Banks, 
ten or more dollars of member bank loans and deposits 
may eventually be built up as the money passes about 
from one hand to another. So that the operation of 
haaking the loan to the first bank is only the first step 
in a chain of operations, and it would be of little value 
to attempt to exercise rigid control over the fikst use of 
the money when the succeeding use through other 
banks is not subject to control. The important point to 
be observed is that the borrowing bank has little influ- 
ence over the ultimate use of the Reserve credit it may*<^ 
borrow. It is simply an instrument and in many cases 
a passive one by which Federal Reserve credit first gets 
into use. The nature of the use may be largely deter- 
mined by others. 

vdt may also be noted that the amount of eligible paper held 
by the banks is not an adequate check on their borrowing, 
for, even though some individual banks might not have ade- 
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quate amounts, the amount of borrowing has practically at all 
times been considerably less than the total volume of avail- 
able eligible papei^ For example, in 1929, at the peak of the 
speculative boom, the average holdings of government securi- 
ties and eligible paper by New York City banks as indicated 
by the four condition statements of that year were as follows: 


Government securities owned $1 , 027 , 000 , 000 

Eligible paper held 1 , 059 , 000 , 000 

Maximum borrowings at any one time 425 , 200 , 000 


Thus the total borrowing did not at any one time amount to 
more than about 40 per cent of the eligible paper held and only 
about 20 per cent of the eligible paper plus governlnent se- 
curities. 

'^rom all these facts it seems a reasonable conclusion that 
the original eligibility requirements of the Federal Reserve 
Act did not constitute, nor can any such requirements con- 
stitute, an adequate control over the volume of Federal Re- 
serve credit or member bank credit. The principal utility of - 
these requirements has been their influence on the standards 
of banking practice, and even in that respect they have not 
been an unmixed blessing, 

If the eligibility requirements of the Federal Reserve Act 
do not constitute an adequate control over credit the next 
logical question is what effective control the Reserve. System 
has over the use of its funds by member banks. Control is of 
two general sorts which have come to be known under the two 
terms of “credit., policy” and ‘Thanking policy.” The instru- 
ments of bredit policy are the discount rate, open-market 
operations, control over reserve requirements, and certain 
lesser instruments, aU of which are general in their scope and 
application and will be discussed in later chapters on Federal 
Reserve policy. Banking poHcy on the other hand is specific 
and individual and concerns the relation between a lending 
Reserve Bank and a borrowing member bank. Banking policy 
is more concerned with the soundness of the loans made than 
with the effect on the general credit situation. Like any lender 
the Reserve Banks are greatly interested in the condition of 
the customers who borrow, more so in fact than over the spe- 
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cific collateral the customers may offer. The soundness of the| 
borrower is more important than the collateral in most lending 
operations. 

Banking Policy. — The original Reserve Act laid more em- 
phasis on ^collateral than on the condition of the lender. It 
might even be questioned whether the lending operation was 
not conceived to be rather automatic. One section of the Re- 
serve Act said, “Any Federal reserve bank may discount 
notes, drafts,” etc., but another section used the word “shall.” 

Sec. 4. Par. 8. Said board [of a Reserve Bank] . . . shall, sub- 
ject to the provisions of law and the orders of the Federal Reserve 
Board, exfend to each member bank such discounts, advancements 
and accommodations as may be safely and reasonably made with 
due regard for the claims and demands of other member banks. 

On the basis of this latter paragraph some member banks 
have believed that borrowing was a legal right which a Re- 
serve Bank might not refuse if ehgible paper was presented. 

- The Reserve System has never accepted this interpretation. 
Their attitude is epitomized by an expression which through 
countless repetition to borrowing member banks has acquired 
more than a tinge of humor, “this bank is not a penny in the 
slot machine.” In more recent legislation the question has been 
clarified: the “shall” has been changed to “may” and a ntim- 
ber of specific standards have been set up in addition to the 
general statements heretofore in the Act to aid a Reserve Bank 
in deciding whether any loan should be made. 

Section 4 of the Federal Reserve Act as amended by the 
Bankmg Act of 1933 now reads as follows: 

. . . Each Federal reserve bank shall keep itself informed of 
the general character and amount of the loans and investments of 
its member banks with a view to ascertaining whether undue use 
is being made of bank credit for the speculative carrying of or 
trading in securities, real estate, or commodities, or for any other 
purpose inconsistent with the maintenance of sound credit condi- 
tions; and, in determining whether to grant or refuse advances, re- 
discounts or other credit accommodations, the Federal reserve bank 
shall give consideration to such information. The chairman of the 
Federal reserve bank shall report to the Federal Reserve Board any 
such undue use of bank credit by any member bank, together with 
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his recommendation. Whenever, in the judgment of the Federal Re- 
serve Board, any member bank is making such undue use of bank 
credit, the Board may, in its discretion, after reasonable notice 
and an opportunity for a hearing, suspend such bank from the use 
of the credit facilities of the Federal Reserve System and may ter- 
minate such suspension or may renew it from time to t4me. 

The revised form of this section as compared with its pre- 
vious form given above clearly contemplates increased respon- 
sibility of the Reserve System for the way member banks use 
Federal Reserve credit. Other sections of the Banking Act of 
1933 have a similar effect, especially sections 7 and 9. 

Sec. 7. Paragraph (m) of section 11 of the Federgil Reserve 
Act, as amended: 

Upon the affirmative vote of not less than six of its members the 
Federal Reserve Board shall have power to fix from time to time 
for each Federal reserve district the percentage of individual bank 
capital and surplus which may be represented by loans secured by 
stock or bond collateral made by member banks within such dis- 
trict, but no such loan shall be made by any such bank to any per- ^ 
son in an amount in excess of 10 per centum of the unimpaired 
capital and surplus of such bank. Any percentage so fixed by the 
Federal Reserve Board shall be subject to change from time to time 
upon ten days^ notice, and it shall be the duty of the Board to estab- 
lish such percentages with a view to preventing the undue use of 
bank loans for the speculative carrying of securities. The Federal 
Reserve Board shall have power to direct any member bank to re- 
frain from further increase of its loans secured by stock or bond 
collateral for any period up to one year under penalty of suspen- 
sion of all rediscount privileges at Federal reserve banks. 

Sec. 9. The eighth paragraph of section 13 of the Federal 
Reserve Act, as amended: 

... If any member bank to which any such advance has been 
made shall, during the life or continuance of such advance, and 
despite an official warning of the reserve bank of the district or of 
the Federal Reserve Board to the contrary, increase its outstand- 
ing loans secured by collateral in the form of stocks, bonds, deben- 
tures, or other such obligations, or loans made to members of any 
organized stock exchange, investment house, or dealer in securities, 
upon any obligation, note, or bill, secured or unsecured, for the 
purpose of purchasing and/or carrying stocks, bonds, or other in- 
vestment securities (except obligations of the United States) such 
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advance shall be deemed immediately due and payable, and such 
member bank shall be ineligible as a borrower at the reserve bank 
of the district under the provisions of this paragraph for such pe- 
riod as the Federal Reserve Board shall determine: Provided, That 
no temporary carrying or clearance loans made solely for the pur- 
pose of facilitating the purchase or delivery of securities offered 
for public subscription shall be included in the loans referred to 
in this paragraph. 

There has as yet been no experience in the application of 
these revisions of the law, for since the summer of 1933, when 
the revisions were made, the member banks have been prac- 
tically out of debt at the Reserve Banks. 

The principles which have in the past governed the arrange- 
ments which the Reserve Banks have made with individual 
member banks as to their borrowing were set forth in the an- 
nual report of the Federal Reserve Board for the year 1926, as 
follows: 

, In general, the basis of credit to be extended by a reserve bank 
to its member banks is defined in section 4 of the Federal reserve 
act, which states that the board of directors of a reserve bank shall® 
‘^extend to each member bank such discounts, advancements, and 
accommodations as may be safely and reasonably made with due 
regard for the claims and demands of other member banks.” This 
statement in the basic law of the Federal reserve system underlies 
to a large extent the policy of the reserve banks and their attitude 
in individual cases toward extending credit to the member banks. 
The principle set forth in the act goes beyond the question of the 
technical eligibility and even of the intrinsic soundness of paper 
offered by a member bank to a reserve bank. Even where the paper 
is unexceptionable in every respect, the reserve bank must be fully 
assured in addition that further credit may be granted to this mem- 
ber, not only '^safely and reasonably,” but also ^Vith due regard 
for the claims and demands of other member banks ” This ques- 
tion arises not infrequently in cases where a member bank remains 
continuously in debt to a reserve bank for a considerable length of 
time. In such cases inquiry may fairly be made as to whether the 
member bank’s use of reserve bank credit does not in effect amount 
to increasing its own capital out of reserve bank funds. Such use 
of funds arising from a cooperative pooling of bank reserves, which 
is the basis of the Federal reserve banks’ lending power, would not 
be in accordance with the spirit of the Federal reserve act and 

“Now changed to may. 
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would not be fair to the other member banks which may be active 
competitors of the borrowing bank. It may also impair the ability 
of the borrowing bank in case of insolvency to meet its "obligations 
to depositors. Though there are circumstances that may explain 
and justify continuous borrowing by a member bank pver a con- 
siderable period of time, particularly if the need for the borrowing 
arises from general economic conditions in the borrowing bankas 
locality, the funds of the Federal reserve banks are primarily in- 
tended to be used in meeting the seasonal and temporary require- 
ments of members, and continuous borrowing by a member bank 
as a general practice would not be consistent with the intent of the 
Federal reserve act. In most cases the member bank can make ad- 
justments of different kinds in its own affairs, which will enable 
it to repay its borrowings at the reserve bank and at the same time 
to strengthen its own position. The bank may find it advisable, for 
example, to increase its own capital or to bring about a better 
adjustment of the volume and maturities of its investments to the 
credit requirements of its local customers. 

... In using their influence to discourage member banks from 
making continuous use of the lending facilities of the reserve banks, 
the operating officials of the reserve banks are not only protecting " 
the resources of the Federal reserve system as a whole, but are also 
helping individual member banks to conserve their capacity to bor- 
row at the reserve bank at times when adverse economic conditions 
in their localities and among their customers may make additional 
dependence upon the resources of the reserve system not only jus- 
tifiable but necessary. In this manner the reserve banks are not 
only discharging their responsibility to the member banks under 
the act, but are also exerting their influence toward sounder gen- 
eral banking conditions in the interests alike of the member banks, 
their depositors, and the public.® 

Methods Used, — ^With most of the member banks no ques- 
tion has ordinarily arisen concerning the safety or reasonable- 
ness of their borrowing from the Reserve Banks. Over a period 
of some years, as indicated earlier, the average number of 
member banks borrowing each month from the Federal Re- 
serve System out of a total of about 9,000 members, was 
usually in the neighborhood of 3,000, and the banks which 
were borrowing were constantly changing. The temporary 
character of most of the borrowing is indicated by the fact that 

® Thirteenth Annual Report of the Federal Reserve Board covering opera- 
tions for the year 1926, pp. 4, 5. 
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the average maturity of each loan was about ten days, though 
loans were often renewed. 

There was, of course, a difference between the city and 
country banks in this regard. The city banks, whose business 
naturally ifcurns over much more rapidly than the country 
banks, usually borrowed on one day notes and if it was neces- 
sary to continue the loan for more than one day they ordinar- 
ily made a new note. The banks in small communities, on the 
other hand, whose distance from the Reserve Banks is greater 
and whose business ordinarily turns over more slowly, usually 
borrowed for longer periods. Banks borrowed generally as a 
result of Seasonal and other temporary needs for funds and 
paid off their loans when the temporary needs were passed. 
Since the unusual demand for funds falls on different banks at 
different times, there were always some banks borrowing. Re- 
cently excess reserves have been so large that almost no bor- 
rowing has been necessary. 

, In dealing with most of the member banks it was possible, 
with propriety, to give the banks ready access to the borrow- 
ing facilities of the Federal Reserve Banks without the neces- 
sity for special negotiation for each loan. Applications for 
loans and discounts were received by mail or messenger and 
acted upon immediately, in much the same way as a commer- 
cial bank extends loans to a commercial borrower after his line 
of credit has been established. There were usually some banks, 
however, which tended to overuse the borrowing privilege, and 
careful provision was made to prevent its misuse. As an ex- 
ample of the methods employed to prevent too constant or 
too large use of the borrowing facilities of the Reserve System, 
the following methods have been employed by the Federal Re- 
serve Bank of New York: 

1. Bank examinations by state and national authorities, and by the 
Reserve Banks themselves, have been analyzed in order that 
Reserve Bank officers may be familiar with the condition and 
methods of operation of each member bank. 

2. A special list of banks has been maintained whose general con- 
dition has been in one way or another unsatisfactory, and loans 
to this group of banks have been scrutinized with particular care. 

3. Every bank continuously in debt at the Reserve Bank for what ' 
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seemed an unreasonably long period in view of the nature of its 
business was made the subject of special inquiry to determine 
the necessity for the borrowing. 

4. Every bank borrowing in excess of its capital and surplus was 
automatically listed for observation. ^ 

Thus in every case where the borrowing threatened to be- 
come unreasonable in amount or duration, or unsafe, the bank 
was made the subject of special inquiry and was reminded of 
the principles governing the use of Federal Reserve credit. On 
rare occasions it has been necessary to prescribe for individual 
banks lines of credit which they should not exceed, and at 
times to insist upon liquidation of borrowings. In dealing with 
such cases it was never possible to lay down rigid rules, but 
each case had to be considered on its own merits. 

In their relations with individual member banks the Re- 
serve Banks encounter a series of problems not unlike, in their 
variety and complexity, the problems which the commercial 
bank encounters in its contacts with its borrowing customers. • 
Each case is unique and requires individual treatment, al- 
though there are certain broad principles which apply to all. 

Take as an example the perplexing problem of lending to 
a bank in the farming area of the Middle West in recent years. 
The First National Bank of Crestland, let us say, is loaded 
with doubtful farm paper, much of it representing sometime 
equities in real estate. It brings all its good paper to the 
Reserve Bank to rediscount. Shall the Reserve Bank take it 
and lend the bank the money? If the Reserve Bank refuses, 
failure may follow. If it makes the loan, it assumes the respon- 
sibility of continuing in operation a bank probably insolvent. 
If failure should then come, the depositors might find much 
of the good assets rediscounted at the Reserve Bank and un- 
available to pay depositors. The Reserve Bank must consider 
not only the safety of its loan, but the interests of the de- 
positors. Can the bank be saved by a loan? If not, will the 
depositors be better off under an immediate liquidation, or a 
later liquidation, when the bank may have sold or pledged 
many of its best assets? These are some of the questions the 
Reserve Bank has to face. The answer depends on a careful 
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scrutiny of each bank, in. constant cooperation with state and 
national supervisory authorities, and also on general banking 
and business conditions, including the general effects of a pos- 
sible bank failure. 

This is, cif course, an extreme case, but all Federal Reserve 
loans in greater or less degree involve credit problems with 
many of the same earmarks as the problems faced by commer- 
cial banks in their lending operations, with this addition: that 
the Reserve Banks have always to consider the public interest 
and the impartial service of all member banks. 

A word of caution should be added to the foregoing discus- 
sion. No matter how carefully a Reserve Bank official ex- 
amines the papers describing the condition of a member bank, 
and no matter how fully he may interview its officers, he can 
in the nature of the case gain only an imperfect knowledge of 
the operations of any single member bank. Only to a limited 
extent can he go back of the paper in the bank’s portfolio and 
Jearn the purposes for which loans were extended. This is espe- 
cially true, of course, in the case of large city banks with their 
thousands of transactions daily. Because of limitations of 
knowledge the Reserve Bank officer must be chary of passing 
judgment on the character of a member bank’s operations and 
the causes which bring it to the Reserve Bank seeking a loan. 
The experience of the Reserve Banks has indicated pretty 
clearly that discretion in lending is justified only when it can 
be based on certain simple and obvious measures such as the 
ones laid down in the Annual Report of the Federal Reserve 
Board for 1926. Discretion in making loans to individual banks 
is, therefore, quite inadequate as a method of controlling the 
total volume of Reserve Bank credit. To put it another way, 
the qualitative control of credit beyond a certain point offers 
almost insurmountable difficulties.'^ 

’U. S. House of Eepresentatives, Subcommittee of the Committee on Bank- 
ing and Currency, Stabilitsation of Commodity Prices, Hearings . . . Testi- 
mony of George L. Harrison before }'2nd Congress 1st Sess. on H.R. 10517, 
April 13 & 14, 1932, Part 2. 

U. S. Congress, Joint Commission of Agricultural Inquiry, Hearings . . . 
Testimony of Benjamin Strong before 67th Congress, 1st Sess. imder Senate 
Concurrent Eesolution 4, Part 13, August 2-11, 1921. 

Benjamin Strong, “Control of Credit Through the Eeserve System,” in W, E. 
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There is a second reason why dealing with individual banks 
is not a satisfactory means of credit control, and that is the 
reason cited previously that the borrowing bank takes only the 
first step in the use of Federal Reserve credit, and that fre- 
quently the first step is one for which the borrowing bank 
itself has no direct responsibility. The full and final use of the 
credit is usually quite outside the control of the borrowing 
bank. 

It is necessary that the Reserve System should protect itself 
from obvious abuse by borrowing banks. The Reserve Banks 
should not be “penny in the slot machines.” But dealing with 
individual banks does not by itself constitute a satisfactory 
and effective means of credit control. The Federal Reserve 
Banks have by care largely protected themselves from losses 
through loans to unsound banks. They have assured them- 
selves reasonably well that the paper they took was good. 
They have on the whole been reasonably successful in avoid- 
ing abuses of the borrowing privileges by banks which bor-, 
rowed for excessively long periods or in excessive amounts. 
But they have never found a way to control the general vol- 
ume of credit solely by exercising discretion in lending to in- 
dividual banks. The Banking Act of 1933 clarifies the power 
of the Reserve Banks in dealing with individual member 
banks and adds certain new standards for judging whether 
loans should be made. These provisions make it somewhat 
easier for a Reserve Bank to deal with those relatively rare 
cases of member banks which appear to be extending excessive 
amounts of credit for speculative or unsound use. They do not 
constitute of themselves an effective instrument for control 
of the general volume of credit. 

Loans to Individuals and to Industry. — ^Until the time of 
the great depression the Federal Reserve law did not provide 
any means by which the Reserve Banks could make loans di- 


Burgess, ed., Interpretations of Federal Reserve Policy in the Speeches and 
Writings of Benjamin Strong, Harper and Brothers, New York, 1930. 

U. S. Senate, Subcommittee of the Committee on Banking and Currency, 
Operation of the National and Federal Reserve Banking Systems, Hearings 
. . . 71st Congress, 3rd Sess., Pursuant to S. Ees. 71; Appendix, Part 6, Federal 
Reserve Questionnaires, 1931, p. 718. 
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rectly to individuals or to business concerns. But as the de- 
pression grew deeper, increasing complaint was heard that the 
commercial banks were becoming more strict in their lending 
policies and were not taking care of their customers. As a re- 
sponse to this complaint the Congress, in addition to the crea- 
tion of a number of other lending agencies, authorized the 
Federal Reserve Banks to extend loans xmder certain limita- 
tions to private individuals and business concerns. 

The Emergency Relief and Construction Act of July 21, 
1932, amended section 13 of the Federal Reserve Act to permit 
the Federal Reserve Banks “in unusual and exigent circum- 
stances” to discount commercial paper of the kinds and ma- 
turities eligible for discount for “any individual, partnership, 
or corporation, which is unable to secure adequate credit ac- 
commodations at other banking institutions.” This paper had 
to be “indorsed and otherwise seemed to the satisfaction of 
the Reserve Banks” and such loans could only be made during 
periods when they were authorized by the affirmative vote of 
not less than five members of the Federal Reserve Board. 

While this authorization was so closely hedged about with 
limitations as to rule out most borrowers, the Reserve Banks 
made every effort to find borrowers of the sort indicated and 
interviewed several thousand appheants. As a result, however, 
only 23 loans were made, aggregating less than $1,000,000. In 
the Banking Act of 1935, the terms of this law were liberalized 
by changing “indorsed and otherwise secured” to “indorsed or 
otherwise secured.” 

The Emergency Banking Act of March, 1933, which pro- 
vided the legal mechanism for reopening the closed banking 
system, authorized the Federal Reserve Banks to make ad- 
vances to individuals against government securities. The pur- 
pose of this provision was to ensure the means of meeting 
payrolls and other necessary payments in communities with- 
out banks. As circumstances developed banks were reopened 
rapidly enough to take care of the situation and few loans were 
made under this provision. 

Stni another effort to enable the Reserve System to fill the 
breach apparently created by a cautious lending policy on the 
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part of commercial banks was made in June, 1934,® when the 
Reserve Banks (and die Reconstruction Finance Corporation 
as well) were authorized within much broader limitations to 
supply working capital to established industrial and commer- 
cial businesses. '-Loans could be made by any Reserve Bank 
for a period as long as five years and could take the form either 
of direct loans to industrial concerns or to financing institu- 
tions operating within its district, or the form of an agreement 
under certain conditions to discount loans of this sort for such 
financing institutions. It was provided, however, that these 
loans could be made only when credit was not obtainable on 
a reasonable basis from the usual sources. The law provided 
for the appointment of an Industrial Advisory Committee in 
each district which should review loans and make recommen- 
dations to the Reserve Bank. A part of the funds used in 
making these loans was provided from the increment resulting 
from gold revaluation in the Treasury on the basis of a highly 
complicated formula which might have the effect of returning- 
to the Reserve Banks in part or in whole, the sum which they 
had been required to subscribe for stock of the Federal De- 
posit Insurance Corporation. 

Under the terms of this law every case which came to the 
Reserve Banks was, of course, a borderline case, that is, a case 
to which some bank had refused to give credit, or a case in 
which the bank was unwilling to assume full responsibihty. 
As a consequence each case had to be subjected to the most 
painstaking review and, as would be expected, investigations 
indicated that many of the applicants were not credit-worthy. 

Up to the end of 1935, the Reserve Banks had received 
nearly 7,700 applications for loans totaling $307,000,000. They 
had approved 2,000 loans to a total amount of $125,000,000. 
Funds had actually been advanced totaling $42,000,000 and 
commitments were outstanding for an additional $28,000,000. 
In addition to these dollar results it may be added that the 
review which the staffs of the Reserve Banks and the Indus- 
trial Advisory Committees have been able to give to applica- 
tions has resulted in a number of cases in the commercial 
“Section 13b, Federal Reserve Act, as amended. 
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banks themselves deciding to extend credit, and even in cases 
where loans were not made, the applicant for a loan had the 
advantage of a full and impartial review of his application by 
a sympathetic third party which not infrequently pointed a 
way out of his difficulties. It seems improbable that this activ- 
ity will be authorized by the Board much beyond the depres- 
sion, as it is not an appropriate normal function for a bank of 
issue. 

Bor convenience in reference, Table 11 has been prepared to 
show in summary form the lending and investing powers of 
the Federal Reserve Banks as affected by various amendments 
to the Federal Reserve Act. Fortunately for the students many 
of these powers are exercised only rarely. Ninety per cent of 
the operations consist of discounts and advances for member 
banks and open-market transactions in bankers’ acceptances 
and government securities. 

. StTMMAEY 

1. Credit extended by the Reserve Banks takes three prin- 
cipal forms: 

1. Loans to member banks. 

2. Purchases of acceptances. 

, 3. Purchases of government securities. 

2. In the first two of these forms the borrower usually takes 
the initiative and the Reserve Banks stand ready to extend 
credit at a rate. In the third the Reserve Banks usually 
take the initiative themselves. 

3. The theory that only “self-liquidating” commercial paper ' 
should be the basis for loans to banks has encountered 
serious practical difficulties, beginning with the war need 
to support the government security market. 

4. The amount of strictly eligible commercial paper in mem- 
ber bank portfolios has steadily dwindled until it now 
totals only 7 per cent of total loans and investments. 

5. Because of the reduced amount of eligible paper and for 
other reasons the Banking Act of 1935 has broadened the 
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* During such periods as authorized by the Board of Governors of the Federal Reserve System 
•Probably excepting obligations of the Reconstruction Finance Corporation; the law is not wholly clear. 
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base of eligibility. This brings the law in this country into 
closer conformity with practice abroad. 

6. Liquidity of Federal Reserve loans depends more on the 
soundness of the borrowing bank than the kind of paper 
offered. Also some of the non-eligible paper is often 
sounder and easier to liquidate than strictly eligible paper. 

Z .4 Eligibility standards do not provide a means of controlling 
the volume of loans, because the amount of and reason 
for borrowing are usually quite independent of the kind of 
paper offered. 

8. Control over Federal Reserve lending takes the form of 
credit policy, which like the discount rate and open-market 
operations is general, applying to the whole credit struc- 
ture, and banking policy which is reflected in dealings be- 
tween the Reserve Banks and specific borrowing member 
banks. 

9. Banking policy is mainly directed to seeing that the loans 
made are sound and that no bank borrows more than its 
fair share of Federal Reserve credit. 

10. Borrowing arises from the numerous different transactions 
of a member bank, many of them outside its control, and 
the Reserve Bank officer therefore has difficulty in passing 
judgment as to the propriety of the borrowing. 

11. Moreover, the borrowing bank makes only the flrst use of 
Federal Reserve credit. Once released its uses cannot be 
followed. 

12. Hence dealing with individual borrowing banks while nec- 
essary to prevent particular abuses, is not by itself an 
effective way of controlling the total volume of credit. 

1^. Authority given to Reserve Banks to make direct loans to 
industry has proved useful in providing a lender of last 
resort for borderline cases in the depression emergency. 



CHAPTER V 


Changes in the Ctjerbnct 

T he changes which the inauguration of the Reserve Sys- 
tem has brought about in the country's currency may be 
summarized under two headings. This country has — 

1. A new kind of currency. 

2 . A new mechanism for supplying currency. 

As a consequence of these changes there have come about 
important differences in what is termed “elasticity” of the 
currency, and there have also been effected economies in han- 
dling it. 

A New Kind of Currency. — The Federal Reserve note con- 
stitutes the principal physical point of contact between the 
man in the street and the Federal Reserve System. For almost 
every adult person, almost every day, handles Federal Reserve 
notes. They constitute about 70 per cent of the total amount 
of paper money in circulation in the United States. 

Diagram 9 shows the make-up of the actual circulation of 
paper money in the United States (outside the Treasury and 
the Reserve Banks) in 1914, and for later illustrative times: 
the peak of the post-war boom in 1920, a reasonably normal 
period — 1927, just before the banks were closed in 1933, and 
recently in 1936. The increase in currency which the war and 
high prices made necessary was provided almost wholly by 
issues of Federal Reserve notes. War wages and war prices 
were largely paid with this new currency, and when more 
nearly normal conditions returned, the Federal Reserve note 
remained the largest single element in the currency system. 
Later in the period of banking disturbances of 1930 to 1933 
the unusual requirements of hoarding were met largely by 
additional Federal Reserve notes. 

71 
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The Federal Reserve note was designed, in both its nature 
and metiiod of issue, to provide currency expansion in re- 
sponse to business and banking requirements. By its nature it 
is directly related to the business or other activity which 
makes its issuance necessary, for it is issued against the assets 
of the Federal Reserve Banks, the changes in volume of which 
reflect the changes in the country’s needs for funds. 



JULYl, NOV.I, JAN.1, MAR.1, JAN.I, 

1914 1920 1927 1933 1936 


DIAGRAM 9 — MILIiIONS OF DOLLARS OF PAPER MONET IN CIECtILATION IN 
THE TJNITED STATES. THE FEDERAL RESERVE SYSTEM HAS PROVIDED THE 
NECESSARY ELASTICITY. 

^rior to the establishment of the Federal Reserve System 
there were in general use four kinds of paper money: 

1. Gold certificates, secured dollar for dollar by gold held in 
the Treasury of the United States, susceptible of being in- 
creased or decreased only as the amount of gold in the 
Treasury was increased or decreased. 

2. Silver certificates, secured dollar for dollar by silver coin in 
the Treasury, the amount issued limited by law. 

3. United States notes (greenbacks of the Civil War) or^in- 
ally secured by nothing but the promise of the government. 
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but now secured to the extent of about 45 per cent by gold, 
limited in amount by statute to $346,700,000. 

4. Nation'al bank notes, issued by national banks, secured by 
certain United States Government bonds carrjdng the cir- 
culation privilege, and limited to the amount of these 
bonds; each national bank issuing notes was also required 
to maintain a 5 per cent redemption fund with the Treas- 
^ury in Washington. 

It will be_ noted| that, although these four kinds of paper 
currency were interchangeable doUar for dollar one with an- 
other, the security behind them was in some cases 100 per 
cent metallic and in other cases mainly government obliga- 
tions; also that l;he_^ount of the total circulation made up 
of these forms of currency was so fixed that it could neither 
readily be decreased in slack seasons and dull years, nor in- 
' creased in busy seasons and periods of emergency. 

^ v^he Federal Reserve Act in prescribing the security behind 
Federal Reserve notes introduced a new principle into our 
currency system. It specified a security which is sound and at 
the same time increases and decreases with the business and 
agricultural needs of the country when it provided that, apart 
from a minimum gold reserve, Federal Reserve notes might be 
secured by certain specified assets of the Federal Reserve 
Banks. 

The paper used as security under the original terms of the 
Federal Reserve Act represented agricultural products or other 
goods in the process of production, or in movement from pro- 
ducer to retailer, in process of export or import, or on the 
shelves of retailer or wholesaler awaiting sale. The paper was 
required to bear the endorsement of a member bank, and its 
maximum maturity at the time of rediscount was ninety days, 
except in the case of agricultural paper, which might run for six 
months — ^later amended to run for nine months. A war-time 
amendment of the Reserve Act also provided that collateral 
notes of member banks secured by government obligations 
or eligible paper might be accepted as security for Reserve 
note issues. The acceptance of this kind of paper as col- 
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lateral was essential in the war, and at present it offers the 
most convenient form for short-time member bank borrowing, 
and when brought to a Reserve Bank usually represents busi- 
ness needs for funds as truly as paper having the form of a 
business obligation. 

Again in March, 1932, by the Glass-Steagall bill, the col- 
lateral was extended to include, for a temporary period, gov- 
ernment securities purchased by the Reserve Banks, to enable 
the Reserve Banks to meet a huge demand for gold from 
abroad added to an increasing domestic currency demand with- 
out accentuating the deflationary movement then under way.^ 

In the years 1933 to 1935, the currency arrangement in the 
United States was considerably altered. The external changes 
are partly shown in the 1936 column in Diagram 9. Gold cer- 
tificates have been retired from circulation except for a small 
residue in hoards, abroad, or otherwise lost to sight. The vol- 
ume of silver certificates has been largely increased under the 
Agricultural Adjustment Act as amended by the Gold Reserve ' 
Act of 1934 and the Silver Purchase Act of 1934. In addition 
national bank notes are now in process of retirement, as the 
Consols and the Panama 2’s which carried the circulation privi- 
lege were called for redemption on July 1 and August 1 of 1935, 
and were paid off out of the increment resulting from gold de- 
valuation. The additional circulation privilege given all gov- 
ernment bonds with 3% per cent coupons or less by the Federal 
Home Loan Bank Act of July 22, 1932, expired by limitation on 
July 22, 1935. Thus the national bank note, brought into being 
dming the Civil War as a major currency reform, at last passes 
out of existence after experience has shown its inelasticity. 

^ The difficulty was not that the old legal limitations prevented the issuance 
of all the currency required. It was rather that a combination of gold exports 
and currency hoarding were forcing member banks constantly deeper in debt, 
for banks had to borrow to get gold and currency. This debt constituted 
pressure for deflation. The only way this debt pressure could be relieved was 
for the Reserve Banks to buy government securities, which would put funds 
into the hands of member banks to repay debt. But this very debt payment 
would decrease the collateral held by the Reserve Banks as backing for note 
issues. The Glass-Steagall bill by making government securities eligible as 
collateral enabled the Reserve Banks to relieve this situation by large pur- 
chases of government securities in 1932. 
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Its retirement was contemplated in the Federal Reserve Act^ 
but the orderly program there prescribed was interrupted by 
the war, and only now has the redundance of money made it 
easily possible. In view of very low money rates and the sur- 
plus of funds in the banks, the retirement of those notes has 
caused no appreciable loss of earnings to the national banks. 
In finally retiring gold from circulation, both as coin and as 
gold certificates, this country takes a step long since taken by 
most other countries, which were forced to it by the war. 

By the retirement of gold certificates and national bank 
notes the currency has been somewhat simplified. The retire- 
ment of the remaining United States notes would be a further 
logical step easily possible through the application of the gold 
now reserved against them and an additional amount from the 
gold devaluation increment. 

One further change, the importance of which turned out to 
be largely psychological, was the authorization by the Emer- 
* gency Banking Act of 1933 of the issuance of a new sort of 
Federal Reserve Bank note. In the banking collapse of March, 
1933, even the flexible Federal Reserve note had scarcely been 
adequate to meet a demand from bank depositors to turn a 
large part of their deposits into cash. It was feared that when 
the banks were reopened after the banking holiday •this de- 
mand might again be large, and there were even proposals to 
issue clearing house certificates. The Emergency Act therefore 
provided that the Reserve Banks could issue Federal Reserve 
Bank notes coUateraled by any sound asset they possessed and 
requiring no gold reserve. While some of these notes were 
issued as a demonstration, and their availability was an aid 
in the program of giving assurance of the power to meet every 
need for currency, they were soon retired. The authority to 
issue these notes will expire when the President declares by 
proclamation that the emergency recognized by the proclama- 
tion of March 6, 1933, has terminated. 

These experiences have appeared to demonstrate that a 
general collapse of the banking structure is a contingency for 
which almost no currency system can provide. Aside from 
such a collapse the Federal Reserve note has met varying 
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situations satisfactorily, and has proved its capacity both for 
expansion and contraction. It has indeed been necessary to 
change some ideas formerly held, especially as to the nature 
of the collateral for note issues. In assuring elasticity the spe^ 
cific collateral held has proved less important thamthe mech- 
anism by which notes are issued. Limitations upon inflation or 
deflation are to be found in the broad credit policy pursued by 
the bank of issue and not in restrictions as to collateral or 
even reserves for currency. In fact Federal Reserve notes would 
be just as safe and just as elastic if they were an obligation of 
the Reserve Banks, without specific security but backed by 
all Federal Reserve assets, just as are the deposits. 

Mechanism for Supplying Currency. — ^In the old days the 
country’s reserve supply of currency was stored in the vaults 
of individual banks and particularly in the vaults of the Cen- 
tral Reserve city banks of New York, Chicago, and St. Louis. 
As was shown in a previous chapter, “cash in vault” of all 
national banks amounted to 13.5 per cent of their deposits, - 
whereas today it amounts to only 2 per cent. The cash, con- 
sisting of gold and currency, which constituted the legal re- 
serves of the banks, has been shifted physically from the 
vaults of the individual banks to the vaults of the Reserve 
Banks, and the gold itself has now been shifted into the pos- 
session of the Treasury Department, leaving to the- Reserve 
Banks gold certificates, or credit on Treasury books. Bank 
reserves are thus no longer in the form of “cash in vault,” but 
in the form of “balances with the Federal Reserve Bank.” 
Banks only carry enough currency in their own vaults and 
tills to meet the needs of their customers from day to day. 

When a member bank needs more currency for any purpose 
it draws it from the Reserve Bank in much the same way as 
the ordinary bank customer draws money from his bank. A 
bank simply draws its check against its “balance with the Re- 
serve Bank” and takes the proceeds in cash. If this operation 
brings its reserve below requirements, the bank may restore 
it by borrowing. Conversely, when a bank has more currency 
on hand than it requires to meet customers’ needs, it returns 
the money to the Reserve Bank and gets a deposit credit for 
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it, and repays any loan it may owe the Reserve Bank. Non- 
member banks follow somewhat the same procedure wiih their 
city correspondents, which in turn draw upon the Reserve 
Banks. 

The first result of this change in location of the country’s 
reserve cash is f hat it is centralized in the Reserve System 
instead of being scattered among thousands of individual bank 
vaults. This means that the cash is more readily available 
whenever there is an unusual need. 

The second result of the concentration of reserve currency 
inlf^eserve Banks, which also have the note-issuing power, 
is that the process of extraction of currency from the Reserve 
Banks in time of seasonal or emergency need is less painful 
than the operation used to be at times when currency circu- 
lation could be increased only by withdrawing from individual 
banks their cash reserves. 

Before the Federal Reserve System, bankers throughout the 
• country who needed currency drew on New York or other cen- 
ters, and when the need was past returned surplus funds to 
those centers. The banks in principal centers and particularly 
New York were the nearest approach to bankers’ banks, and 
they planned as far as they could to keep enough margin of 
cash on hand to meet seasonal and emergency demands. This 
meant that at most times they had more cash than was needed 
and at other times less than was needed. The maintenance of 
these cash reserves on which the country might draw was an 
expensive procedure, for which the banks in the centers were 
paid by large bankers’ balances maintained with them and by 
high interest rates at periods of greatest demand. In any con- 
siderable emergency the supply of cash was inadequate, be- 
cause at such a time banks were naturally unwilling, and were 
also forbidden by law, to pay out their minimum legal re- 
serves. Elasticity was limited and was obtained at a stiff price. 

The Federal Reserve Act with its amendments placed the 
country’s reserve cash in institutions not organized for profit 
which can afford to let cash lie idle in readiness for seasonal 
and emergency needs, and which have as well the note-issue 
privilege and are thus in a position to meet almost any de- 
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mand. The outside limit to paying out Federal Reserve notes, 
in the absence of special action by the Board of Governors of 
the Federal Reserve System, ^ is the legal requirement that 
each Reserve Bank must have a reserve in gold certificates of 
40 per cent against Federal Reserve notes and 35 per cent in 
gold certificates or lawful money against deposits. The col- 
lateral requirement has not operated as a limit on currency 
issues. Within the limit of the reserve percentage, restraint on 
issues of currency by the Reserve Banks is found in the dis- 
count rate and other instruments of Federal Reserve policy. 

The demand for currency is normally the principal reason 
for the putting in use of Federal Reserve credit. This relation- 
ship may be illustrated by Diagram 10, which appeared orig- 
inally in the Federal Reserve Bulletin for July, 1926, but has 
here been continued through 1935. One line shows the monthly 
averages of daily figures of the amount of money in circula- 
tion and the second line shows the total amount of Reserve 
Bank credit in use, including not only loans directly to meni- 
ber banks, but purchases of bills and securities by the Federal 
Reserve Banks as well. 

The amount of Reserve Bank credit required from time to 
time is, of course, influenced by other factors than currency, 
including gold exports and imports and changes in require- 
ments for bank reserves because of changes in bank .deposits. 
In the period from 1922 to the middle of 1924, for example. 
Reserve Bank credit was decreased because heavy gold im- 
ports were used by the banks of the country to repay loans at 
the Reserve Banks. But in normal times, when the gold move- 
ment is smaller, changes in currency, accompanying changes in 
business activity, are by far the most influential factor in call- 
ing forth additional Reserve Bank credit or in retiring it. To 
put the matter in its simplest terms, in normal times changes 
in the amount member banks borrow from the Reserve Banks 
are due principally to changes m their customers’ currency 
requirements. 

®Tlie Board of Governors of the Federal Beserve System hag authority 
to suspend reserve requirements for thirty days and renew the suspension for 
periods of fifteen days each, with the imposition of a tax, a difficult power to 
use because it is evidence of distress. 
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In currency transactions the Federal Reserve Banks are 
largely passive. They do not force money into circulation nor 
force it back from circulation. A low discount rate may make 
it easier for member banks to borrow and so obtain currency; 
a high discount rate may make it more difficult. But the ini- 
tiative in withdrawing or returning currency is always taken 
by the member bank. 

It is the facility with which member banks can borrow at 
the Reserve Banks which is primarily responsible for currency 



elasticity, and it makes little difference at first whether the 
Reserve Bank pays out to the member bank Federal Reserve 
currency, silver certificates, or United States notes. In a cer- 
tain sense the Reserve System has made all types of currency 
elastic, because all can be paid out in amounts required, and 
m normal times they all tend to flow back to the Reserve 
Banks when they are not actively used in the business of the 
country. 

Elasticity in Practice.— An interesting test of the elasticity 
of currency under the Reserve System may be made by com- 
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paring currency movements in this country with those of Can- 
ada. For many years before the adoption of the Reserve 
System the Canadian banking system was frequently held up 
as a model which might well be copied, at least from the point 
of view of currency elasticity. Canada is a country peculiarly 
in need of an elastic currency, for the nation’s business is cen- 
tered in agriculture, which requires much larger amounts of 



DIAGRAM 11 — ^BErOEE 1914 THE CTJRRENCT OF CANADA WAS FLEXIBLE IN 
MEETING CHANGES IN BUSINESS NEEDS, BUT CUERENCT IN THE UNITED 
STATES WAS RIGID AND INFLEXIBLE. SINCE 1914 BOTH HAVE BEEN FLEXIBLE. 


currency in the fall than at other times of year. Canadian bank 
note currency, an asset currency, has proved itself flexible. 

Diagram 11 shows the fluctuations in paper money in cir- 
culation in Canada and in the United States before and since 
the establishment of the Reserve System. The two lines prior 
to 1914 teU the story of this country’s currency difficulties. 
While tiie flexible Canadian currency re^onded regularly to 
changes in the seasonal need, our own was rigid, inflexible.® 
In the fall of 1914 the shock of the World War forced the 

® TMs point was demonstrated by E. W. Kemmerer, The ABC of the Federal 
Reserve System^ Princeton IJniversity Press, 1918. 
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use of the temporary Aldrich-Vreeland currency, but shortly 
thereafter the Reserve Banks were opened for business, and 
Federal Reserve notes became a part of this country’s cur- 
rency. From that time on there began to be fluctuations here 
corresponding somewhat to the changes in Canada. The United 
States does not need as large a percentage of fluctuation as 
does Canada; its industries and trade are more diversified. 
But the way the currency has fluctuated since an elastic ele- 
ment was added demonstrates that we had been suffering in 
the past from a kind of currency paralysis. The extra money 
required in busy seasons could be drawn only from bank 
vaults, reducing bank reserves and causing a tightening of 
money rates. 

Currency, Wages, and Trade. — The typical seasonal 
changes which now appear to be characteristic of currency 
circulation are largely a reflection of the seasonal changes in 
wage payments, and the retail expenditures for which cur- 
rency is principally used. A vast part of the country’s business 
requires little or no currency. Foreign trade, wholesale trade, 
security transactions, freight movements, etc., are carried on 
by the use of cheeks or other credit devices. Wage payments 
and family expenditures are the principal uses of currency. 

Diagram 12 illustrates the relation between currency in cir- 
culation and a combined index of factory pa3TroIls and retail 
trade as measured by department store sales, taken from the 
Federal Reserve Bulletin, July, 1926, and brought up to date. 
The data included in the combined index are only a sampling 
of the many uses of currency, but the correspondence of the 
movements of the two lines indicates a close connection be- 
tween them until currency hoarding began on a large scale 
in 1931. 

Characteristic Movements. — ^A by-product of the centrali- 
zation of currency reserve in the Reserve Banks is that it is 
now possible to trace day by day currency changes which were 
quite lost to view when they were scattered among individual 
banks. It is possible to observe in detail the relationships 
between trade and currency movements which have been com- 
mented upon broadly in the preceding paragraph. 
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Take as aji example what happened to currency circulation 
over the Christmas period in 1924. Retail trade at Christmas 
time is always larger than at other times in the year; in fact, 
department stores of New York City and other cities usually 
do about one-seventh of their year’s business in the month of 
December alone. This results in a considerable increase in the 
need for hand-to-hand currency, and there are other needs as 
well arising from increased payrolls, Christmas gifts, increased 



DIAGRAM 12 — FACTORT PAYROLLS AND DEPARTMENT STORE TRADE ARB TWO 
MAJOR FACTORS IN DETERMINING THE NEED FOR CURRENCY. 

travel, larger food purchases, etc. The figures for currency 
withdrawals and receipts at the Federal Reserve Banks illus- 
trate the way in which this special demand for currency was 
met. Prior to Christmas there was paid out about $300,000,000 
of currency, all of which was returned to the Reserve Banks 
within the two or three weeks following Christmas, as shown 
in Table 12. 

Here is a typical case of currency elasticity. Currency was 
put into circulation to meet a temporary need and then re- 
tired. An interesting and important fact about the movement 
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Table 12. — How Curbenct Flows In and Out of the Reserve 

Banks 


< (In millions of dollars) 


• 

Paid Into Circulation 
(Net) 

Received From Circu- 
lation (Net) 

Week Ended 

* 

Federal 

Reserve 

Notes 

Other 
Money 
Mostly 
Gold 
Certifi- 
cates* 1 

Total 

Federal 

Reserve 

Notes 

Other 

Money 

Mostly 

Gold 

Certifi- 

cates 

Total 

1924 

1 






Nov. 26 

22 

18 

40 




Dec. 3 

4 

10 

14 




Dec. 10 

5 

23 

28 




bee. 17 

18 

45 

63 




Dec. 24 

70 

54 

124 




Dec. 31 




80 

74 

154 

1925 







Jan. 7 


. , 


57 

39 

96 

Jan. 14 


• • 


67 

22 

89 


* Payments include gold drawn for export. 


was that elasticity was not confined to Federal Reserve notes. 
Gold certificates moved into and out of circulation just as 
freely. These data were prepared before gold certificates had 
been retired, but the movement is typical of silver certificates 
and other forms of currency as well. 

Payrolls and Holidays. — regular though less spectacular 
currency movement is the typical weekly movement, largely 
reflecting withdrawals for payrolls and the return of this cur- 
rency as it is re-deposited in banks. The movement is so 
regular that with a few exceptions one week is almost a repe- 
tition of another. On Thursday banks begin to withdraw from 
the Reserve Banks the currency which their customers will 
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require for their weekly payrolls and for week-end expendi- 
tures. Thursday and IViday there are large withdrawals for 
these purposes. Saturday there are smaller withdrawals. On 
Monday this money begins to flow back to the Reserve Banks 
and the flow continues on Tuesday and Wednesday. Of course, 
there are some withdrawals on Monday, Tuesday, and Wednes- 
day, and some deposits on Thursday, Friday, and Saturday, 
but deposits almost always exceed withdrawals on the first 
three days of the week, and withdrawals exceed deposits in 
the last three days. 

This weekly currency movement may be illustrated by the 
daily figures for a typical half year in normal times at the 
Federal Reserve Bank of New York. Table 13 shows the net 
movement each day from April 5 to October 2, 1926, between 
New York City banks and the Federal Reserve Bank. The 
“4-” signs indicate net deposits of currency in excess of with- 
drawals and the “ — ” signs net withdrawals. 

The first notable feature of the table is the clean division 
between the first and second halves of the week. The first half 
shows predominantly the signs of net deposits and the 
second half “ — ” signs of net withdrawals. The average or 
t 3 q)ical weekly movement is shown at the foot of the table. 
The period was one of increasing demands for currency and 
hence withdrawals somewhat exceeded deposits. 

A careful study of the table leads to a number of other con- 
clusions about the country’s use of currency. There is a dis- 
tinct tendency towards heavy withdrawals at the end of the 
month for monthly payrolls and a less noticeable tendency 
around the fifteenth of the month. There are larger withdraw- 
als just before holidays, and deposits afterwards. On the basis 
of these figures pa 3 Tolls and holidays seem to account for most 
of the day-to-day fluctuations in currency circulation. 

Size of Currency Operations. — ^Most of the bills and coin in 
use in this country have been placed in circulation by the 
Federal Reserve Banks. The principal exception is national 
bank notes, which were put into circulation by national banks, 
and these are in process of retirement. Other forms, silver 



AND THE MONEY MARKET 85 

Table 13. — Daily Net Ctjbrenct Movement in New Yoek City 
To OR From the Federal Reserve Bank op New York 


(+ indicates deposits in the Reserve Bank and — withdrawals from 
the Reserve Bank) 

(In mill ions of dollars) 


Week Begin- 
ning 

Mon- 

day 

Tues- 

day 

Wednes- 

day 

■ Thurs- 
day 

Fri- 

day 

Satur- 

day 

Apr. 5 

-1-5.4 

+ 11.7 

+ 6.7 

- 2.5 

- 4.5 

- 1.3 

12 

-1-3.0 

+ 7.7 

+ 3.3 

- 8.7 

- 8.0 

- 2.0 

19..... < 

. -1-2.6 

~f” 8.3 

+ 4.1 

- 7.0 

- 5.2 

- 1.0 

26 

-f 1.5 

+ 5.9 

+ 3.5 

- 10.8 

- 13.7 

-3.8 

May 3 

-fO.l 

+ 8.1 

+ 6.5 

- 5.7 

- 5.5 

- 0.3 

10 

-1-3.5 

+ 9.3 

“f* 3.9 

- 9.1 

- 9.7 

- 2.2 

17 

-f 0.8 

+ 7.8 

+ 5.8 

- 6.8 

- 7.2 

-0.9 

24 

-1-2.6 

+ 6.3 

+ 2.9 

- 13.5 

- 12.4 

-4.0 

31 

Holiday 


+ 7.2 

- 5.2 

- 5.4 

+ 0.4 

June 7 

-f 6.1 

+ 9.8 


- 5.5 

- 7.1 

- 1.3 

14 

-0.3 

+ 3.7 


- 7.7 

- 6.8 

- 1.6 

21 

-f3.2 

+ 7.7 

+ 4.1 

- 7.5 

- 8.2 

- 1.2 

28. . . . 

-0.9 

+ 1.6 

- 1.2 

- 14.8 

- 14.0 

- 0.8 

July 5 

Holiday 

+ 4.5 

+ 12.8 

- 0.8 

- 4.1 

+ 1.0 

12...,. 

-1-4.0 


+ 3.6 

- 7.8 

- 6.3 

- 2.1 

19 

-f 0.8 

i + 6.7 

+ 4.3 

- 7.5 

- 7.2 

- 1.2 

26 

-f-1.1 

+ 6.5 


- 10.5 

- 9.6 

- 3.8 

Aug. 2 

-4.6 

+ 5.5 

+ 3.2 

- 8.7 

- 7.2 

- 0.3 

9 

-+-2.2 

+ 7.2 

+ 3.1 

- 9.8 

- 9.3 

- 2.6 

16 

-0.7 

+ 4.6 

+ 3.2 

- 8.8 

- 8.2 

- 0.6 

23 

-1-2.3 


+ 3.4 

- 9.2 

- 7.7 

- 1.3 

30 

-2.3 

- 1.8 

+ 3.9 

- 11.1 

- 8.2 

- 1.8 

Sept. 6 

Holiday 


+ 7.9 

- 6.0 

- 4.5 

+ 0.6 

13 

-f-3.2 

+ 8.4 

+ 2.2 

- 8.3 

- 6.3 

- 0.4 

20 

-1-1.5 

+ 7.5 

+ 4.4 

- 6.2 

- 6.0 

- 0.3 

27 

-8.5 

+ 5.6 

Bil 

- 13.5 

- 11.4 

- 2.7 

Average... 

+ 1.2 

+ 6.2 

+ 4.2 

- 8.2 

m 

■ 
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certificates, United States notes, and Federal Reserve notes 
are placed in circulation principally by the Reserve Banks. 
These banks are constantly receiving from the Bureau of En- 
graving and Printing of the Treasury Department in Wash- 
ington, where all money is printed, supplies of ,new money. 
They are constantly receiving from the member banks cur- 
rency in all stages of wear. Used currency is sorted, inspected 
for counterfeits, and all badly worn notes are returned to the 
Treasury, and new notes issued instead. 

Early in 1936 there was in circulation in this country, in the 
pockets of individuals, in the safes and tills of business con- 
cerns and banks, in socks, teapots, tin boxes, etc., and actually 
passing from hand to hand in trade not far from six billion 
dollars of money. In 1935 over ten billion dollars of currency 
and coin passed through the Reserve Banks. At this rate the 
total amount of money in circulation passes through the Re- 
serve Banks nearly twice a year. 

To handle so large a volume smoothly and to be prepared 
for emergencies the Reserve System carries in Washington and 
in the vaults of the twelve Reserve Banks and their twenty- 
five branches and two agencies a reserve of more than six bil- 
lion dollars of new currency in addition to the working stock 
of old currency. Practically no bank is distant more than 
twenty-four hours and the vast majority of banks are distant 
only overnight from one of these currency depots. An ade- 
quate supply of currency is thus readily obtainable. 

The mechanical handling of currency is, in terms of volume 
of work, one of the largest of the functions of the Federal 
Reserve Banks. In the case of the New York Reserve Bank, 
for example, a force of about 300 people out of a total clerical 
staff of 2,400 is employed solely in handling currency and coin. 
Counting of coin has for some years been a machine operation 
and more recently a machine has been invented and adopted 
for counting paper money, which almost doubles the per 
capita daily output of employees. The expense of the cur- 
rency and coin operations of the New York Reserve Bank, 
including printing costs, for which the bank pays the Bureau 
of Engraving and Printing, the cost of sorting, counting, wrap- 
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ping, paying, and shipping, and including overhead expense, 
is about $1,800,000 a year or about 23 per cent of the total 
expenses of the bank. In the other Federal Reserve Banks 
the expense of handling money has much the same relation 
to total expenses. In taking over this function and absorbing 
all costs the Federal Reserve Banks have relieved the United 
States Treasury, which used to do much of the work through 
the old Subtreasuries (now abandoned), and have also relieved 
the large banks in money centers, which used to perform this 
service for their out-of-town correspondents. The centraliza- 
tion of the function, moreover, in the Reserve Banks makes a 
quantity jbb of it. In addition to its service in giving the cur- 
rency elasticity the Federal Reserve currency mechanism is an 
effective public economy. 


SUMMARY 

1. The Federal Reserve System has suppHed a new kind of 

. currency, the Federal Reserve note, which now constitutes 

about 70 per cent of the total paper money in circulation in 
the country. 

2. This new currency increases or decreases in volume to meet 
the changing requirements of business. 

3. The concentration of reserve supplies of currency in the 
Reserve Banks gives elasticity to all forms of currency, for 
added amounts can be drawn into use when needed. 

4. Member banks draw currency from the Reserve Banks in 
much the same way that any customer draws money from 
a bank. When the need for currency is large, member banks 
usually have to borrow from the Reserve Banks to main- 
tain their reserves. The desire of banks to repay this bor- 
rowing is one of the forces that bring currency back to the 
Reserve Banks promptly when the unusual need is passed. 

5. The change that has taken place in the elasticity of cur- 
rency may be illustrated by comparing the seasonal varia- 
tions in the amount of currency in circulation in this coun- 
try and Canada. Formerly the Canadian currency responded 
promptly to seasonal changes in business, but this- country^ 
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currency was inflexible. Now Uie currency here shows sea- 
sonal fluctuations much like those in Canada. 

6. Pluctuations in currency circulation normally reflect prin- 
cipally changes in payrolls and retail trade. There are nota- 
ble increases at regular payroll periods and at holidays, 
particularly at Christmas. 

7. The mechanical handling of currency is in terms of volume 
of work one of the largest functions of the Reserve Banks. 
In 1935 they handled ten billion dollars of currency and 
coin. The total amount of money in circulation passes 
through the Reserve Banks nearly twice a year. 



CHAPTER VI 


Improved Methods oe Busiitess Settlements 

I N THE days before the Federal Reserve System when 
Peter Brown, hardware merchant of Canyon, Colorado, 
settled his bills for the month it was quite a complicated proc- 
ess. The bill from the United Hardware Company of Mad- 
ison, Wisconsin, bore the legend, “This bill payable only in 
Chicago funds.” The Buffalo Steel Plow Company invoice 
called for a draft on New York. The St. Louis Screw Corpora- 
tion asked for settlement in St. Louis funds. Brown’s check 
book on the People’s Bank of Canyon could not be used in 
paying most of his out-of-town biUs, and every month Brown 
•had to purchase at his bank seven or eight drafts on Chicago, 
New York, and other centers. He paid several dollars a month 
for these drafts. 

Today when Peter Brown pays his bills he rarely has to buy 
a draft. He can settle practically all bills with his own checks 
on the People’s Bank. This is because, in general, invoices no 
longer specify that settlement must be made in drafts on par- 
ticular centers. Checks on the People’s Bank of Canyon, Colo- 
rado, are accepted in every part of the country. 

It seems a simple thing for concerns doing a national busi- 
ness to omit from their invoices a single line specifying what 
funds will be accepted in payment, but that omission reflects 
a transformation in the methods of check collection, a trans- 
formation which constituted a new and important step in ihe 
evolution of sound and efScient methods of business settle- 
ments in the United States. 

Evolution of Business Settlements. — ^Perhaps the first step 
taken by the United States as a nation in providiug adequate 
means for business and financial settlements was the passage 
of the Coinage Act of 1792, which gave die country a stand- 

89 
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ardized coinage which might circulate at par value, 100 cents 
on the dollar. 

Paper currency provided our next series of problems in busi- 
ness settlements. During the first half of the nineteenth cen- 
tury we were trying various experiments in securing a satis- 
factory currency with which debts might be paid and business 
transactions settled. During that period people were under the 
necessity of scrutinizing every bank note which came to them, 
and frequently incurred losses because paper money received, 
even when issued by sound banks, could not be redeemed at its 
full face value. Banker and merchant kept at hand a “Ready 
Detector” to identify currency and determine its true value. 
This condition was largely remedied by the passage of the 
National Bank Act in 1863-1865, which taxed out of existence 
the old state bank notes and provided for the issuance of a 
national bank note currency, secured by government bonds 
and accepted at every national bank at par value. 

Checks were the third means of business settlement which" 
called for standardization. The second half of the nineteenth 
century, which was notable for the growth of organized indus- 
try, remarkable railroad expansion, and a corresponding finan- 
cial development, was notable as well for the widespread 
development by American business and finance of a new means 
for making settlement in business transactions— 'the bank 
check. By the end of the century studies undertaken for the 
Comptroller of the Currency by Professor David Kmley 
indicated that at least 80 per cent of the countr 3 r’s business 
was settled by check and 20 per cent or less by the use of coin 
and currency.^ Other estimates run as high as 90 per cent. 

The problems arising from the widespread use of checks 
were similar to the old currency problems. As the business 
man previously had scrutinized the currency he received to 
make sure it could be redeemed at its face value, without de- 
ductions, so at a later date he scrutinized checks to make sure 
that they could be turned into cash rapidly at par value, 100 
cents to the dollar. The acceptability of checks as substitutes 

^Annual Report, Comptroller of the Currency, 1896, I, 89, 
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for coin or currency depended on rapid convertibility into 
cash, dollar for dollar. 

Clearing House Introduced. — 'The first step in securing 
rapid settlement of checks was the introduction of the clear- 
ing house. The New York City Clearing House, the first in 
this country, was established in 1853. Before that time each 
of the fifty-two banks in New York City sent messengers to 
each of the other banks with packages of notes and checks. 





DIAGRAM 13— CLEARING HOUSE OPERATIONS IN THE UNITED STATES IN- 


CREASED STEADILY IN DOLLAR VOLUME UNTIL THE GREAT DEPRESSION. 

Each of the fi[fty-two banks kept detailed ledger accounts for 
each of the other fifty-one banks. Under this cumbersome 
practice daily settlements were impossible and a weekly set- 
tlement was made every Friday. This postponement of the day 
of reckoning and the abuses it fostered, together with the in- 
efficiency of the old plan, made reform essential to any wide 
use of checks. The clearing house was successful immediately 
upon its establishment, although four of the original fifty-two 
banks could not stand the test of daily settlements, and were 
expelled. 

The clearing house idea spread rapidly to most of the large 
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cities and the amount of checks handled through clearing 
houses rose, as shown in Diagram 13, from about one billion 
dollars a year, when only the New York Clearing -House was 
in operation, to over 700 billions in 1929. Due to the depres- 
sion, it dropped to less than 250 biUions in 1933, and since 
then has risen slightly. 

A Major Defect. — But the growth of clearing houses did 
not remedy one major defect in the check-collection scheme — 
until 1916 there was no simple economical method for collect- 
ing checks between different towns and cities; there was no 
nation-wide system for the collection of checks corresponding 
to the city clearing house. 

To collect checks drawn on out-of-town banks, each bank 
had to make special arrangements with banks in other centers, 
and the machinery of check collection thus became a compli- 
cated maze of individual relationships between banks. As a 
result check collection was expensive, slow, and at times un- 
certain. 

The expense of check collection to the business man was of 
two kinds: The first expense resulted from the time required 
for collection. The bank in which the check was deposited lost 
the use of the funds, if it allowed the depositor to draw against 
the check while it was in process of collection. To cover this 
expense most banks made an interest charge, sometimes called 
a collection charge, or required the customer to keep a balance 
suJficient to cover checks in process of collection. This charge 
was sometimes made even when customers were not allowed 
to draw against uncollected funds. 

The second kind of expense was a charge made, not by the 
hank collecting the check, but by the bank paying its own 
check. This charge purported to cover the cost of providing 
funds to pay the check in a distant city. In theory the paying 
hank had to ship currency or pay the cost of maintaining a 
bank balance in a distant center. In practice, of course, checks 
presented to a bank for payment from other cities were largely 
offset by checks moving in the opposite direction, and only the 
balance between incoming and outgoing checks had to be set- 
tled. But because theoretically the payment of every check 
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presented from a distance involved an expense, it was the 
custom for most banks outside large centers to make a small 
charge for- the service. When they paid a check for $100 they 
deducted from 10 to 25 cents and paid only $99.90 or $99.75. 
This deduction from face value in paying checks was known 
as an exchange charge, because the bank making the payment 
was, in theory at least, exchanging local funds for funds in 
some other center. It was in theory a transaction in inland ex- 
change; and in those days there was frequently a premium or 
discount on iuland exchange. 

Some banks when collecting checks for their customers ab- 
sorbed tha exchange charges they had to pay, but most banks 
passed the charge back to the customer. The business man 
who accepted in payment of a bill a check for $100 drawn on 
a distant bank, found that it was worth not $100, but perhaps 
$99.75. It was largely to avoid this loss, which on thousands 
of transactions amounted to a considerable sum, that the 
• United Hardware Company, the Buffalo Steel Plow Company, 
and the St. Louis Screw Corporation of our illustration de- 
clined to take checks from Peter Brown drawn on the Canyon, 
Colorado, bank. 

Expense, Delay, and Risk. — Business men and bankers 
were constantly searching for ways in which they could avoid 
the payment of this exchange charge. One way of avoiding the 
charge was, as we have seen in the case of Peter Brown, for 
wholesale houses to accept only drafts on large nearby cen- 
ters. Another way was to accept out-of-town checks, but make 
special arrangements to present them for payment, not by 
mail from a distance, but from the same or a nearby town; 
so that the paying bank would have no occasion for charging 
exchange. If a St. Louis bank received a Canyon, Colorado, 
check it might send it to a bank in Denver, Colorado, which 
regularly collected checks on the Canyon bank, and by reason 
of its special arrangements could make the collection without 
being charged exchange. 

But the St. Louis bank might not have a correspondent in 
Denver ^d therefore might send the check to a Chicago bank 
which did have such a correspondent. A check might be sent 
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to three or four cities before it was collected. Indirect routing 
of this sort added further delay to a check-collection scheme, 
which, for lack of any nation-wide system, was slow at best. 
Delay of this sort increased the amounts of interest which 
banks charged their customers for the use of uncollected funds. 

Delay also increased the risk of non-collection. Every day 
which elapsed before the check was presented for collection 
increased the danger of return for lack of funds, and the 
danger from the failure of some bank handling the check on 
its long journey, or of the bank on which the check was drawn. 
Each day of delay before the depositor of a check was notified 
of its non-payment delayed the presentation of claims and in- 
creased the risk of non-payment. 

The old haphazard system in collecting country checks thus 
bore fruit in expense, delay, and risk, and banks were con- 
stantly searching for means by which these evils might be cor- 
rected. Many city clearing houses organized country check 
departments to systematize, in part at least, the collection of' 
out-of-town checks. Many country banks situated near cities 
arranged to have checks drawn upon them settled through 
their correspondents in the city clearing house. These and 
other schemes were only partly successful, and when Federal 
Reserve legislation was under discussion there was general in- 
sistence that it should include a nation-wide plan for check 
collection. 

A New Mechanism. — The Federal Reserve System pro- 
vided a mechanism for nation-wide check collection, to do for 
the banks of the nation very much what the clearing house 
does for the banks of the city. Twelve Reserve Banks, with 
twenty-five branches, provide offices within easy reach of every 
bank in the country. Over 6,400 member banks, with 85 per 
cent of the country’s commercial banking deposits, keep their 
reserves deposited at these Reserve Banks — and so provide a 
natural mechanism for check settlements. Debits from collec- 
tions can be charged to these reserve deposits, and credits can 
be added. 

For settlements between the Reserve Banks there has been 
set up that ingenious device, the gold settlement fund (now 
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the inter-district settlement fund), lodged in Washington with 
the Board of Governors, and represented by a gold credit on 
the books of the Treasurer of the United States. This fund is 
owned by all the Federal Reserve Banks, and settlements 
between Reserve Banks are daily effected by bookkeeping en- 
tries, on telegraphic advice, changing the proportion of the 
gold fund which the different banks own. 

In these ways the Reserve System provides channels through 
which the funds represented by checks may flow readily from 
one part of the country to another, and through which settle- 
ments of these checks may be made with great rapidity and at 
a minimuna of expense. 

The operation of the Federal Reserve check-collection mech- 
anism in its simplest form is as follows: When Peter Brown’s 
check on the People’s Bank of Canyon, Colorado, comes to 
the St. Louis Screw Corporation, it is deposited with the Third 
Trust Company of St. Louis, and collection takes the follow- 
ing course: 

1. The Third Trust Company deposits it for collection 
with the Federal Reserve Bank of St. Louis. 

2. The Federal Reserve Bank of St. Louis sends it to the 
Denver branch of the Federal Reserve Bank of Kansas 
City. 

3. The Denver branch sends it direct to the People’s Bank 
of Canyon. 

4. The People’s Bank settles with the Denver branch in 
Denver funds or Federal Reserve funds. 

6. On receipt of this remittance check the Denver branch 
gives the Federal Reserve Bank of St. Louis credit im- 
mediately. On the same day the Federal Reserve Bank 
of St. Louis gives the Third Trust Company credit. An 
immediate bookkeeping settlement between Reserve 
Banks thus takes the place of mail remittance. 

As a matter of practice, the average time it takes for the 
collection of a check drawn on any point has been established 
by experience and is reflected in a printed schedule which each 
Federal Reserve Bank prepares and distributes to its members. 
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Accordingly, the Federal Reserve Baiik of St. Louis auto- 
matically gives the Third Trust Company credit for Peter 
Brown’s check five business days after it is deposited. Before 
the establishment of the Federal Reserve System it would 
have taken about ten days. The principal saving- arises from 
the elimination of remittance by mail which is replaced by 
telegraphic settlement between Federal Reserve Banks. Time 
is also saved by more direct routing. 

There are other special arrangements which have been 
worked out to secure greater speed of check collections. Some 
of the Reserve Banks have their own post offices and send 
their mail pouches direct to mail trains, and thus save the few 
hours that would be required to send mail to central post of- 
fices. Many member banks handling a large volume of checks 
have made arrangements to send checks direct to Federal Re- 
serve Banks of other districts instead of through their own 
Reserve Banks. Settlement, however, is effected on the books 
of their own Reserve Banks. A number of county clearing ar- 
rangements have been devised by which member banks in the 
same county may exchange checks directly, and the balances 
may be settled at the Federal Reserve Bank. A member bank 
may join the county clearing arrangements in another county. 
Similarly many city clearing houses settle their balances im- 
mediately on the books of the Reserve Banks. 

Cause of Exchange Charge Removed. — ^As we have seen, 
the exchange charge, formerly made by many banks in paying 
their own checks, was made on the theory that it cost a banker 
something to pay his out-of-town checks, either in the ship- 
ment of currency or in maintaining out-of-town balances. 
The occasion for such exchange charges has now disappeared. 
It no longer costs the banker whose checks go through the 
Federal Reserve collection system an3rthmg extra to pay his 
checks from out of town, because these checks are presented 
through the nearest Federal Reserve Bank, or branch, and 
not from a distance. He now has to make payment not at a 
distant point but at the neai'est Federal Reserve office, and 
the Reserve Bank pays the cost of aU currency shipments. 
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It is thus logical that under the law the Federal Reserve 
System can accept and collect only checks payable at par, 
without exchange deduction. This elimination of exchange 
charges for most of the country’s checks removes one of the 
principal cailses of delay in collection. 

Time Saved. — ^The Federal Reserve System saves time in 
collecting out-of-town checks in three principal ways: (a) 
systematic and wholesale routing; (b) elimination of the in- 
direct routing which formerly prevailed to escape exchange 
charges; (c) telegraphic settlement between Reserve Banks. 
The time for collecting checks under the Federal Reserve Sys- 
tem varies 'from one day in the case of nearby cities, where 
there are Reserve Banks and branches, and where checks are 
presented at the local clearing house, to eight business days 
in the case of the most distant transcontinental points. In 
general, the time required to collect checks has been cut in half. 

Money Saved. — The Federal Reserve collection system 
saves money for banks and business by: (a) reducing the 
number of times checks have to be handled; (b) reducing the 
amount and distance of currency shipments, and the number 
of out-of-town drafts; (c) reducing interbank balances for 
collection purposes; (d) by itself absorbing costs of check han- 
dling and currency shipments. 

There i^ no way of computing accurately the saving to the 
country from the operations of the system, because the sav- 
ing reaches aU the way from the small country bank to the 
large city bank, and from the small business man or farmer 
to the large industrial enterprise. The total is certainly many 
millions of dollars a year. 

There is similarly no way of knowing just how the benefits 
of the system have been divided between banks and their cus- 
tomers, because banking customs differ so widely in different 
parts of the country. Certain of the savings to customers are 
perhaps more direct and obvious than the savings to banks. 
The Peter Browns who sell hardware and other merchandise 
in all parts of the country no longer have to buy drafts or 
keep accounts in the large cities to pay their out-of-town bills. 
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Except in rare cases wholesale houses no longer suffer the de- 
duction of exchange charges when they collect their out-of- 
town checks. 

The interest (or collection) charges which business men pay 
their banks for advancing the amount of out-of-town checks 
while they are being collected have been much reduced be- 
cause the time of collection has been shortened. Only a few 
clearing houses now require banks in their membership to 
make charges of this sort. Loss through non-payment has been 
reduced because checks are presented more rapidly and notifi- 
cation of non-payment is received more rapidly. All these are 
direct and obvious iponey benefits to business resulting from 
the Federal Reserve collection system. 

To the extent that banks used to absorb the cost repre- 
sented by exchange and interest charges they have been direct 
gainers from the present system. But most of the benefits to 
banks have been somewhat less obvious and direct, such as 
a reduction in risk of loss because of the shortened time ot 
collection, reduced clerical labor in handling and accounting 
for checks, reduction in the amount of currency shipments 
and payment of costs of such shipments by the Reserve Banks, 
and reduction in the number and amount of out-of-town bank 
accounts. Perhaps the most important benefit is that the coun- 
try check has become an acceptable means of payment for 
out-of-town bills. The country bank can now offer its cus- 
tomers cheeking facilities which before could only be offered 
by the city bank. The country bank can, therefore, retain 
deposits which before would have been diverted to cities. 

Every new invention and every forward step io. industrial 
and social evolution has brought with it necessary readjust- 
ments. When the cotton gin was invented, it temporarily 
threw many out of work. So the typewriter and the adding 
machine made shifts in occupations necessary. The linotype 
forced many a typesetter to learn practically a new trade or 
be out of a job. When the National Bank Act taxed state bank 
notes out of existence, it deprived the state banks of a profit- 
able business. When the city clearing house was introduced, 
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a number of banks, as we have seen in the case of New York 
City, were not able to adjust their operations to the new 
scheme. 

The establishment of the Federal Reserve collection system, 
based on par payment, has made radical changes in this phase 
of banking, but the banks of the country have adjusted them- 
selves to the changed conditions with remarkable rapidity. 
Following a period of experimentation, the collection system 
in its present form was inaugurated in July, 1916. Today, it 
is estimated that 98 per cent of the checks drawn in the United 


I.NMII.UONS 
1200 


BILLIONS 
OF DOLLARS 
400 



DIAGRAM 14 — THE NUMBER AND DOLLAR VOLUME OP CHECKS HANDLED BY 
THE PEDERAL RESERVE COLLECTION SYSTEM. 

States are payable at par through the Federal Reserve Sys- 
tem. The Reserve System now handles for collection probably 
95 per cent of all out-of-town checks. The twelve Reserve 
Banks handle over 2% million checks a day for collection, 
with a value of over 600 million dollars. The total value of 
checks collected each year is well over 175 billion dollars, an 
amount equal to about four times the country’s total com- 
mercial bank deposits. This work is done without charge, 
and checks are collected in about half the time it took under 
the old plan. 
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While most of the banks in the country have cheerfully 
assisted in the development of the Federal Reserve check- 
collection system and have been willing, for the -sake of the 
other advantages they enjoyed, to pay their checks at par and 
give up the charging of exchange, there have been some small 
banks, particularly in country districts in the South and West, 
which have resisted the present plan or have not been able 
to satisfy the requirements of the System for the prompt pay- 
ment of checks drawn on them. These few banks have con- 
tinued to charge exchange, and their checks, therefore, can- 
not be handled by the Federal Reserve Banks, because the 
law provides that “no such charges shall be made'against the 
Federal reserve banks.” Checks drawn upon these banks are 
still handled by the old haphazard methods. 

At one time when the check-coUection system was being 
introduced the Reserve Banks made a vigorous effort to bring 
some of the recalcitrant banks into the par system. When 
banks would not remit at par for checks sent to them by mail, 
the Reserve Banks proceeded through local agents to present 
checks over the counters of these banks, thus requiring settle- 
ment without deduction of exchange. Some of the banks ob- 
jected vigorously to this practice, and litigation was instituted 
both by these banks and also by some of the banks which were 
paying their checks at par. The history of these suits, involv- 
ing as they did many technicalities of interpretation of banking 
practice and of law, has no place in this book. Several of the 
cases were carried to the United States Supreme Court. In 
brief, the result was that the Federal Reserve par collection 
system was upheld in its entirety, even to the right of the Re- 
serve Banks to present checks over the counter for collection 
when banks would not remit at par by mail . In view, how- 
ever, of the small number of banks not remitting at par, 
and the opposition aroused in forcing par payment by counter 
presentation, the Reserve Banks have discontinued that prac- 
tice and do not handle for collection checks drawn on banks 
which charge exchange. It is believed that the importance to 
tihe bank customer of having his bank use the Federal Re- 



101 


AND THE MONEY MARKET 

serve collection system will in time make it essential for all 
banks to remit at par and enjoy the advantages of the nation- 
wide collection system. 

Collection of Notes, Drafts, and Coupons. — In addition to 
the collection of checks the Reserve Banks provide facilities 
to the member banks for collecting what are known to bankers 
as “non-cash items,” which include notes, drafts, and bills of 
exchange, and coupons of corporations and municipalities. 
The mechanism for handling these collections is not unlike 
that for checks except that credit is given to the member bank 
offering these items for collection only when payment has ac- 
tually been received by the Reserve Bank. The volume of this 
sort of operation is indicated by the following figures. 

Table 14. — Non-Cash Collection Items 


(In thousands) 


Year 

Number of Items 
Handled 

Amounts Handled 

U. S. Govt. 
Coupons 
Paid 

All Other 

U. S. Govt. 
Coupons 
Paid 

AU Other 

ill 

98,501 

3,575 

$772,330 

$4,267,651 

KM 

81,694 

4,722 

759,124 

4,768,971 


64,662 

5,732 

761,731 

5,900,520 

1924 

50,471 

6,113 

719,784 

5,509,093 

1925 

44,174 

5,467 

680,921 

6,116,958 

1926 

39,678 

5,595 

644,273 

6,219,361 

1927 

37,045 

5,909 

553,703 

6,710,317 

1928 

28,765 

6,461 

543,373 

7,414,440 

1929 

20,935 

6,504 

535,612 

7,185,384 

1930 

19,362 

6,388 

499,111 

7,528,014 

1931 

17,322 

6,927 

479,960 

7,321,814 

1932 

17,710 

7,468 

529,086 

5,427,817 

1933 

18,099 

8,371 

578,082 

5,539,659 

1934 

21,555 

7,436 

699,325 

6,742,974 

1935 

22,633 

7,119 

751,916 

7,948,641 
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Wire Transfer of Funds. — ^Along with the development of 
the Federal Reserve check-collection system has gone the de- 
velopment of a system for transferring funds by wire more 
rapidly and at smaller cost than before the Reserve System 
was established. What the check-collection system has done 
for settlements by check the wire transfer system has done 
for telegraphic settlements. 

Before the wire transfer system a man in Chicago having 
a bill to pay immediately in New York would usually buy 



MAP 2 — THE FEDERAL RESERVE TELEGRAPH-TRANSFER SYSTEM PROVIDES A 
RAPID FLOW OP FUNDS ABOUT THE COUNTRY. BOOKKEEPING BY TELEGRAPH 
LARGELY REPLACES CURRENCY SHIPMENTS. 


“New York exchange,” in just the same way as a New York 
merchant buys London exchange in the course of overseas 
trade. Domestic exchange was subject to many of the rules 
that govern the foreign exchanges; it fluctuated, was bought 
and sold, and registered the ebb and flow of business cur- 
rents. Often, as in the foreign exchanges, the shipment of gold 
or currency was required to settle net balances of payments 
between different parts of the country. These shipments were 
expensive and subject to the hazards of transportation. There 
was a normal seasonal movement toward the West in the 
autumn, when the crops were being harvested, and a flow 
back to New York in the winter, when goods were being paid 
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for and investments made. All of this was expensive, not 
only because of the cost of shipment and insurance, but be- 
cause of the unproductivity of funds while in transit. 

Under the Federal Reserve System shipments of gold and 
currency for the purpose of settling balances have been almost 
wholly eliminated. While writers stiU describe movements 
and transfers of funds quite as if shipments were being made, 
they refer to transfers accomplished instantly and at par over 
the wires of the Federal Reserve System. Physical shipments 
are now practically restricted to the supplying of hand-to- 
hand currency for use as till money to member banks by their 
Reserve Banks and to the return to the Reserve Banks of 
such currency as is not needed by the business of the country. 

The mechanism of wire transfers through the Reserve Sys- 
tem is that the X bank in New York, for example, wishing 
to transfer SI, 000, 000 to the Y bank in Chicago, advises the 
Federal Reserve Bank of New York. The following steps are 
.taken: 

1. The New York Reserve Bank telegraphs the Chicago 
Reserve Bank and simultaneously debits the reserve 
account of the X bank $1,000,000. 

2. A few minutes later the Chicago Reserve Bank credits 
the reserve account of the Y bank $1,000,000 and noti- 
fies the bank, which may use the funds immediately. 

3. At the end of the day the New York and Chicago Re- 
serve Banks report to the Board of Governors in Wash- 
ington the total debits or credits resulting from their 
operations with each other and settlement is made by 
changes in the ownership of the inter-district settle- 
ment fund. 

The general principle of wire transfers is thus Rimilar to 
the principle of check collection through the Reserve System. 
The various offices of the System in all parts of the country, 
widi their weU-developed means of communication and their 
plan for daily settlement of accounts through the inter-dis- 
trict settlement fund, provide a ready channel for the rapid 
movement of bank funds about the country. 

Transfers of member bank balances in round amounts are 
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handled free of charge over the leased wires, but transfers 
for member banks for the accounts of other banks, individuals, 
firms, or corporations are made over commercial wires, for 
which there is a charge to cover the cost of the telegram. Such 
transfers may be for any purpose or for any amount. The 
volume of wire transfers made by the twelve Reserve Banks 
has grown to an enormous business, as may be illustrated by 
the following figures for transfers made each year by the Fed- 
eral Reserve Bank of New York alone. 

Tabm 15. — ^WiRB Teansfers Made bt the Federal 
Reserve Bank of New York 


(In thousands) 



Number of Transfers 

Amount of Transfers 

1917 

10 

$ 6,768,000 

1918 

39 

19,384,000 

1919 

84 

18,365,000 

1920 

154 

17,410,000 

1921 

215 

18,160,000 

1922 

236 

25,126,000 

1923 

284 

28,032,000 

1924 

293 

35,183,000 

1925 

294 

38,821,000 

1926 

329 

44,392,000 

1927 

355 

50,898,108' 

1928 

402 

55,469,947 

1929 

445 

67,426,244 

1930 

412 

73,520,472 

1931 

375 

62,189,715 

1932 

341 

49,476,304 

1933 

307 

37,289,786 

1934 

271 

28,642,418 

1935 

255 

31,061,836 


SUMMARY 

1. Three important steps in the evolution of means of pay- 
ment in the United States have been the standardization 
of coinage, the standardization of paper money, and the de- 
velopment of systematic methods for check collection. 



105 


AND THE MONEY MARKET 

2. What the clearing house did for city checks the Federal 
Reserve System has done for out-of-town checks in pro- 
viding a means of systematic handling and thus reducing 
expense, delay, and risk in collections. 

3. The Reserve System with its twelve banks and twenty-five 
branches provides a mechanism for the expeditious rout- 
ing and collection of checks, and remittance time is short- 
ened by telegraphic book settlements through the inter- 
district settlement fund. 

4. Since the Reserve Banks now make settlements between 
distant points there is no more occasion for the “exchange 
charge’’ which banks used to make in paying their own 
checks presented from a distance. 

5. Since the Reserve System has cut in half the time required 
to collect checks, it has greatly reduced the “interest charge” 
which some banks make for the use of funds represented 
by imcollected checks. 

•6. Savings to business men and bankers from the Federal 
Reserve check-collection system include: 

Reduction in number of times checks have to be handled, 
through more direct routing. 

Reduction in the credit risk by speeding up check col- 
lections. 

Reduction in amount and distance of currency shipments. 

Reduction in interbank balances for collection purposes. 

Reduction in need for purchase of special bank drafts. 

7. Under the present plan the check on the country bank has 
become as acceptable a means of payment as the check on 
the city bank. 

8. The banks of the country have adjusted themselves rapidly 
to the improved check-collection mechanism, and 98 per 
cent of the checks drawn in the United States are now 
payable at par through the Federal Reserve System. 

9. The Federal Reserve private wire system and inter-district 
settlement fund are also used for transferring funds be- 
tween all parts of the country, with large saving of expense 
and inconvenience. 
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Bankers for the Government 

T he United States Government is the largest customer 
of the Federal Reserve Banks. One sentence of the Fed- 
eral Reserve Act provides that the Reserve Banks “when re- 
quired by the Secretary of the Treasury shall act as fiscal 
agents of the United States, and the revenues of the govern- 
ment or any part thereof may be deposited in such banks, 
and disbursements may be made by checks drawn against 
such deposits.”^ The volume and type of Treasury operations 
with the Reserve Banks are illustrated by Table 16, on page 
107, showing the debits and credits to Treasury account at 
the Federal Reserve Bank of New York for the month of, 
March, 1936. The nature of the transactions may be gathered 
by running one’s eye down the items listed in this table. 

It will be noted that the total volume of operations as in- 
dicated by the total debits, together with the total credits, 
was between three and four billion dollars. These operations, 
which were handled in New York, constitute in general from 
one-third to one-half of the total operations performed for the 
Treasury by all twelve Federal Reserve Banks. 

The largest items in the table have to do with the issuance 
or redemption of government securities. The Federal Reserve 
Banks are the Treasury’s agents in the distribution of its se- 
curities. Before an issue of government securities is sold its 
terms are discussed with the oflBcers of the Federal Reserve 
Banks, who maintain contacts with the dealers, the banks, 
and other buyers of government securities in order to interpret 
changes in market conditions to the Treasury. Each new issue, 
in addition to press statements by the Secretary of the Treas- 
ury, is announced through the Federal Reserve Banks, which 
send out circulars describing the issues to member and non- 

^Section 15 of tlie Federal Reserve Act. 
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Table 16 . — Teeasubeb's Account, Second Fbdebal Resebvb 
Disteict — ^Month op Maech, 1935 


Debits 

nVionViH finrl 

$ 126 , 735,000 

nfi.ifl 

34 , 692,000 

IFTiTTirla +.r5i.TisfArrAH froTn INTfiw 

122 , 022,000 

i^APTirif.iPs ntirnhfl.RftH 

58 , 134,000 

TTAHAval T.fl.nrl hnnHs r 

604,000 

TTmirf.Vi TdHftrf.v TjOfl.n honds 

181,000 

PhiHnnir»p T.qIa.tiHs honrls rp.HftftTnp.HI . . . . , 

111,000 

TrAflsnrv hills 

247 , 226,000 

TrAssnrv nTitAs rAfiAAmArl 

3 , 254,000 

Other TJ F>, rp.HAATnArl . . . . . , 

1 , 612,000 

Treasiirv notes exchanged 

315 , 786,000 

Fourth Liberty Loan bonds exchanged 

860 , 275,000 

Interest adjustment on above exchange 

14 , 647,000 

313,000 

Discount on Treasury bills issued 

Miscellaneous accounts 

174,000 


Total debits 

$ 1 , 785 , 766,000 



Credits 


Funds transferred to New York 

Income taxes 

Internal revenue and customs receipts 

Post office receipts 

Collections 

To retire circulation 

Deposited by Army and Navy 

Payments for the account of Reconstruction Fi- 
nance Corporation 

Deposits for the account of Home Owners’ Loan 

Corporation 

Securities sold 

Sales — account of Postal Savings 

Treasury bills issued 

Treasury notes issued 

Treasury bonds issued in exchange for Fourth Lib- 
erty Loan bonds 

Interest adjustment on above exchange 

Miscellaneous accounts 


63 . 300.000 

110 . 451.000 

84 . 540.000 

27 . 385.000 

6 . 213.000 

107 . 165.000 

1 . 220.000 

7 . 817.000 

2 . 581.000 

9 . 228.000 

231.000 

364 . 065.000 

315 . 786.000 

860 . 275.000 

1 . 026.000 

498.000 


Total credits 


$ 1 , 961 , 781,000 
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member banks and others who may be interested. The sub- 
scriptions are received at the Reserve Banks and the securities 
are finally delivered at their offices. Similarly the Reserve 
Banks act as agents for the Treasury in paying off maturing 
obhgations, and cash the interest coupons which are pre- 
sented to them for payment, largely by member banks. 

In addition the Reserve Banks perform many ordinary 
banking operations for the Treasury. Treasury checks in pay- 
ment for salaries, pensions, war risk insurance, relief, public 
works, or other Treasury disbursements are payable at any 
one of the twelve Federal [Reserve Banks or their branches. 
The commercial banks with which such checks are" deposited 
present them at the Reserve Banks for payment. These checks 
come through in enormous volume. The government check 
division of the Federal Reserve Bank of New York, for ex- 
ample, handles about 44,000 government checks each day 
with an average value in the neighborhood of nine million 
dollars. 

The agencies for fighting the depression, such as the Recon- 
struction Finance Corporation, Home Owners’ Loan Corpora- 
tion, and other similar agencies, use the Federal Reserve Banks 
as fiscal agents in much the same way as the Treasury does. 
For example, the collateral taken by the Reconstruction Fi- 
nance Corporation in connection with loans made^ to banks 
or to others has been lodged with the Federal Reserve Banks 
for safekeeping, and the Reserve Banks have made payments 
to the borrowers on instructions from the Reconstruction 
Finance Corporation. Checks for relief and public works are 
paid through the Reserve Banks. Work for the emergency 
agencies has largely increased the volume of operations of the 
Reserve System. 

There are other routine jobs. The Reserve Banks transfer 
funds back and forth across the country to the points where 
they are needed by the Treasury. They receive on deposit in- 
come taxes, customs, and miscellaneous internal revenue taxes. 
They buy and sell securities in the market for various Treas- 
ury accounts. They hold in safekeeping for the Treasury large 
amounts of securities including amounts unissued. 
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Most of the other items in the summary table of March 
transactions with the Treasury do not require explanation in 
detail. The-table clearly indicates the wide range and the large 
volume of operations which are carried forward by the Reserve 
Banks in their capacity as bankers for the government. There 
are still further activities, which do not appear in Table 16 
including the exchange or transfer of registered and coupon 
securities; the holding in safekeeping of securities; and the 
operation of a system for the telegraphic transfer of short- 
term government securities. An interesting fact which the 
table only partly reveals is that regularly more money is raised 
in New York through taxes and the sale of securities than is 
spent there. The resulting balances are gradually piped off to 
be spent in other parts of the country. This movement of 
Treasury funds away from New York is about offset by a 
movement of commercial funds to New York. 

An analysis of the personnel and expenditures of the Fed- 
■eral Reserve Bank of New York indicates that out of a total 
clerical staff of about 2,400 people the fuU time of about 300 
is now employed in handling banking transactions for the 
United States Government. An analysis of the expense ac- 
count shows that about 10 per cent of the bank’s entire ex- 
penses, or in the neighborhood of 1800,000 a year, is fairly 
chargeable to Treasury banking business. For all the Federal 
Reserve Banks the number of workers handling such trans- 
actions is about 2,400 and the annual expense is probably over 
five million dollars. 

Some years ago the Federal Reserve Banks were reimbursed 
by the Treasury for most of this expenditure, but since 1921 
they have been reimbursed only for certain specified expendi- 
tures in connection with new security issues, the Reconstruc- 
tion Finance Corporation, and other agencies; and about half 
the work done for the Treasury is done without charge. 

With all its vast turnover of funds, amounting for the Sys- 
tem as a whole to several billion dollars a month, the Treas- 
ury Department has in recent years carried an average balance 
with the Reserve Banks of about 80 million dollars. This is a 
smaller balance than is carried by some of the large member 
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bants as reserves. Just in the past few months the Treasury 
balance has been considerably larger. 

Earlier Experiments.— Not only in this country, but in 
foreign countries as well, the problem of the relationship be- 
tween the state and the money market has been extremely 
troublesome. It cannot be settled by complete separation as 
was the problem of the state and religion, for it is impossible 
to draw a line of cleavage between the state and the money 
market so long as the state must raise revenue and pay bills. 

In this country divorcing state finance from the money mar- 
ket has been tried. After some preliminary experiments during 
the first half of the nineteenth century in various forms of 
government banking practice, and when some organized sys- 
tem was found to be essential after the Second Bank of the 
United States had been discontinued, a plan was set up in 
1846 called the Independent Treasury System and designed 
to separate state finance from the money market as com- 
pletely as possible. The government decided that it would be- 
lts own banker and have nothing to do with the privately 
organized banking institutions of the country. Government 
banking offices were set up in the four cities of New York, 
Boston, Charleston, and St. Louis, to which Philadelphia, 
Baltimore, New Orleans, San Francisco, Cincinnati, and Chi- 
cago were added, and at those offices the governpaent col- 
lected revenues and paid its bills. Under this system revenues 
had to be paid in specie, and disbursements were likewise 
made in specie. Government balances were locked up in cash. 

The history of the succeeding sixty years is a record of 
the gradual breakdown of the Independent Treasury System. 
The scheme could not endure. It received its first serious set- 
back at the outset of the Civil War, when the attempt to col- 
lect in specie the funds which the Treasury required to con- 
duct the war immediately forced private banks to suspend 
specie payment. Some way out had to be discovered before 
the conclusion of the war, and the result was the establish- 
ment of the National Banking System, which proved itself, 
according to Hugh McCulloch, Secretary of the Treasury at 
the conclusion of the war, “a vast improvement upon the sys- 
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terns which it superseded, and one admirably adapted to our 
peculiar form of government.”^ The national banks aided the 
government ^eatly in floating war issues and generally han- 
dling the nation’s funds. Before the end of the war a sub- 
stantial part' of the Treasury balance was maintained on de- 
posit with the national banks. 

Relations with the Money Market. — ^Prom that time for- 
ward the Treasury was no longer completely isolated, but 
certain of its funds were continuously on deposit with the na- 
tional banks. The proportion of the Treasury funds so de- 
posited varied greatly from time to time. Each succeeding 
Secretary of the Treasury had his own views as to the pro- 
priety of these deposits under the Independent Treasury law, 
and the amount of deposits reflected these varying views. 
Diagram 15 shows over a long period of years where the Treas- 
ury’s balances were deposited on June 30 of each year. The 
changes in these flgures are important because under the 
scheme which existed up to the time of the establishment of 
the Federal Reserve System aU balances held by the Treasury 
itself and not placed in depositary banks represented coin or 
cmrency withdrawn from circulation or from the reserves of 
the banks. In the Independent Treasury we had an agency 
which from time to time drew money out of the market or 
poured money into it, often without due regard to the effect 
of this action on the money market. In judging the effects of 
this action it should be noted that the funds so withdrawn 
from the market or poured into it represented reserve funds 
— ^that is, they were specie or currency. Later, taxes might be 
paid by check, but the effect was similar when the Treasury 
received payment for these checks from banks — ^reserves were 
drawn from the banks. And the effect on the credit situation 
of changing the volume of reserve funds is greater than the 
effect of changing ordmary bank deposits. In studying the 
diagram it should be noted that very large balances in the 
Treasury in 1934 and 1935 include part of the free gold in 
the Treasury resulting from devaluation of the dollar, and do 
not represent a locking up of funds withdrawn from the mar- 

^ Annual Report, Secretary of the Treasury, 1866 , p. 16 . 
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ket. In certain recent years the excess of reserves in the banks 
has been so large that the building up of balances in the 
Treasury or Reserve Banks would have little effect on money 
conditions but that was seldom true in the past. 

When the National Monetary Commission made ite report 
in 1911 it included an analysis by Professor David Kinley, 
of the University of Illinois, of the effects on banking and the 
money market of the Independent Treasury System.® In a 
statistical study Professor Kinley demonstrated how the 
changes in the balances held by the Treasury Department in 
its nwn vaults were immediately effective in lowering or rais- 
ing the available reserve funds of banks and hence tended to 
result in abrupt changes in money-market conditions. 

We find in the reports of a number of Secretaries of the 
Treasury, going back over the years of the Independent Treas- 
ury, a recognition that the system was placing upon the 
Treasury Department great responsibility with respect to the 
rtioney market. The Treasury was forced into the position of 
assuming certain functions of a bank of issue. Even as early 
as 1866, the Secretary of the Treasury, in discussing in his 
annual report the course he had pursued with regard to the 
gold in the vaults of the Treasury, said: 

He has permitted it to accumulate when the use or the sale of 
it was not necessary for paying government obligations, or to pre- 
vent commercial panics, or successful combinations against na- 
tional credit; and he has sold whenever sales were necessary to sup- 
ply the Treasury with currency, to ward off financial crises, or to 
save the paper circulation of the country as far as practicable from 
unnecessary and damaging depreciation. For making sales he alone 
is responsible.^ 

In the reports of the Treasury we frequently find phrases 
like the following, quoted from the report of the Treasurer 
for the year 1879: 

* David Kinley, “The independent Treasury of the United States and Its 
Relations to the Banks of the Country,” Publications of the National Mone- 
tary Commission, vol. VII, 1911 (U. S, Senate, 61st Congress, 2nd Sess., Doc. 
No. 587). 

* Report of the Secretary of the Treaswry on the State of the Finances for 
the Year 1866, p. 10. 
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It is becoming apparent that should the withdrawal of money 
continue the market would be affected unfavorably . . .® 

Forced to be Financial Dictator. — ^It was in periods of 
financial crises that the Treasury Department was most fre- 
quently forced to assume the role of financial dictator. The 
Treasury came to the rescue of the money market by deposit- 
ing Treasury funds in banks, buying government securities in 
the market, or anticipating interest payments on the debt in 
practically every one of the important financial crises. It was 
at times the regular practice of the Treasury to put money 
out m the fall when credit demands were greatest, and d#aw 
it in again in the early winter. 

There are many difficulties with this type of dependence of 
the money market on the Treasury for support. The Secre- 
tary of the Treasury is one of the President’s political family 
and policies change with each change of administration. The 
Secretary, moreover, had a dual responsibility. His primary 
task was to administer government finance with regard to the 
provisions of the law and with the maximum of economy and 
efficiency. To the extent that his decisions were based on these 
motives, the effects of his action on the money market tended 
to be subordinate and secondary. Moreover, as a politically 
appointed officer, the Secretary of the Treasury was under con- 
stant criticism in dealing with individual depositary banks; 
banks were always bringing to bear political pressure to obtain 
deposits and the cry of favoritism, of “pet banks,” was con- 
stantly raised. 

To the credit of our Secretaries of the Treasury it must be 
said that under these difficulties, and working under the re- 
strictions to which aU government departments are subject, 
their record is surprisingly good. The trouble was more with 
the machinery than with the operators. 

Middleman Needed. — What was needed was a middleman 
between the Treasury Department and the banks of the coun- 
try, a thoroughly trustworthy agent without political affilia- 
tions and with permanent tenure, in close contact wiih the 

' Report of the Secretary of the Treasury on the State of Finances for the 
Year 1879; report of the Treasurer, p. S40. 
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money market but not engaged in money-making. This is what 
the Federal Reserve System provided. The Reserve Banks 
are not government banks because all of their stock is owned 
by the member banks and the directors represent varied in- 
terests. At the same time the public interest is specifically 
guarded. The Reserve System is removed by the terms of its 
basic legislation from those profit-making motives which must 
necessarily determine the activities of private banks. 

A Typical Instance. — The way in which the Reserve Sys- 
tem carries through large financial operations for the govern- 
ment without serious disturbance to the money market may 
be iUustratdd by quoting from the Monthly Review of the 
Federal Reserve Bank of New York for April 1, 1927, the 
account of the quarterly tax day operations on and follow- 
ing March 15, 1927. At two or three points explanatory phrases 
have been added to the account. 

This illustration is used rather than a more recent one be- 
cause in recent years huge excess reserves have distorted the 
relationship between the Reserve Banks and the money 
market. 

Treasury transactions for the country as a whole included the re- 
demption of $660,000,000 of Treasury notes, the largest maturity in 
some years; the issuance of two new series of certificates of in- 
debtedness, $170,000,000 at SYs per cent for six months, and $314,- 
000,000 at 314 per cent for one year; the issuance of $1,355,000,000 
of Treasury 3% per cent three to five-year notes in exchange for 
Second Converted 414 per cent Liberty Loan bonds, redeemed with 
interest to May 15, 1927; the payment of $90,000,000 of inter- 
est; the withdrawal of $192,000,000 of government deposits from 
depositary banks; and the receipt of over $500,000,000 of income 
taxes. The total turnover of government funds on and about 
March 15 was well over 3 billion dollars. Much of this, particu- 
larly the collection of income taxes, was spread over a number of 
days and distributed about the country. The first day of the tax 
period, the 15th of the month, is always the heaviest day, however, 
and in all such operations between one-third and one-half of all 
transactions take place in New York. As a consequence, the vol- 
ume of operations of the New York Reserve Bank on March 15 was 
one of the largest for any day in its history. The total turnover 
of funds on that single day, including both transactions for Treas- 
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ury account and ordinary banking operations, was close to 2 bil- 
lion dollars. This total was made up roughly as follows: 


Fiscal Agency Operations 

Securities redeemed 

Securities exchanged 

Subscriptions to new issues ! 

Interest paid 

$ 343,000,000 

548.000. 000 

136.000. 000 
32,000,000 

8,000,000 

Income taxes collected 

Total 

$1,067,000,000 


Banking Operations 

Checks and other collections 

Wire transfers 

r 

$ 530,000,000 
243,000,000 
28,000,000 
10,000,000 
76,000,000 

Currency payments and receipts 

New loans to member banks 

Member bank loans paid 

Total 

$ 886,000,000 

Total, all operations 

$1,953,000,000 

1 


Certain of these very large Treasury operations have no effect 
on the money market beyond some churning about of funds. They 
do not involve any gain to the money market or any loss to the 
market. The exchange of 3% per cent notes for Second Liberty 
for example, neither withdraws funds from the market nor 
puts funds into the market. Similarly, the issue of new certificates 
does not affect the money market, since these certificates are largely 
paid for by deposit credit to the account of the government on the 
books of the subscribing banks, and there is no withdrawal of fimds 
until the Treasury from time to time makes calls upon these de- 
posits as it has need for funds. The Treasury operations which did 
exercise an important effect upon the money market were the re- 
demption of maturing notes, the payment of interest, the call of 
funds from depositary banks, and the collection of income taxes. 

The immediate effect of Treasury operations on March 15 was 
to pour into the money market about 265 million dollars of funds, 
because payments by the Treasury to redeem maturing notes and 
to pay interest were immediately available, whereas the actual col- 
lection of income-tax checks by the Treasury was spread over a 
number of days. (The Treasury obtained the funds to meet this 
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large excess of payments over receipts by selling the Reserve Bank 
a one-day special certificate of indebtedness which was renewed in 
reduced amounts for several succeeding days.) ® The money-market 
problem, in which the Federal Reserve Bank was concerned, was 
to prevent this huge gain in funds by the market on March 15 from 
upsetting the iliarket. The extra funds put into the market by the 
Treasury were absorbed in the following ways: 

1. Member banks in New York City allowed their reserves to 
run below requirements for a few days prior to March 15, 
so that they came to March 15 with an accumulated defi- 
ciency of 85 million dollars. 

2. On March 15, banks repaid the Reserve Bank 63 million dol- 
lars of loans. 

3. In addition, 18 million dollars of Federal Reserve credit was 
retired through decreases in holdings of bills and govern- 
ment securities under sales contract. 

4. The Reserve Bank made a temporary sale of 60 million dol- 
lars of government securities to several member banks. 

5. Maturities of $25,000,000 of securities from the System’s 
holdings were not replaced until the following week. 

By these means the greater part of the 265 millions of excess 
funds was withdrawn from the market and as a consequence there 
was no serious overage of funds in the market. Money rates in 
the stock exchange market only went below 4 per cent for a few 
hours on March 16; on March 17 and 18 (as income-tax checks 
were collected) the member banks resold to the Reserve Bank the 
securities they had purchased, and on March 18 they found it nec- 
essary to botrow 117 million dollars from the Reserve Bank to 
bring their average reserves up to requirements. Thus money con- 
ditions were maintained at a stable level during the week. 

The Reserve Bank’s temporary sale of government securities to 
the member banks was of interest partly because it took a new 
form. Temporary sales of securities have frequently been made 
in the past at tax periods to prevent unduly easy money, but such 
sales have usually been made from the securities in the System’s 
open market account, which are lodged in New York. The sale dur- 
ing the March tax period took the form of the sale of participa- 
tions in the special one-day certificates of indebtedness, which the 


It should be noted that the Banking Act of 1935 prohibited the Reserve 
Banks from buymg government securities except in the open market and 
hence prohibited ^em from makmg advances to the Treasury. The technique 
operations will therefore have to be somewhat mod- 
There is nothmg to prevent the sale of special Treasury 
certificates directly to member banks, negotiated by the Reserve Banks 
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Treasury issued to the New York Bank to cover the funds which 
it borrowed from the New York Bank to meet its temporary 'excess 
of expenditures over receipts. 

A complete picture of all shifts in. funds between the Fed- 
eral Reserve Bank and the market during such -a time as the 
tax period would require more space than this chapter allows. 
This outline sketch indicates the way in which the intimate 
relation between the Federal Reserve country-wide mech- 
anism and the money markets of the country, together with 
the power of the Reserve Banks to extend additional credit 
when necessary, provides a mechanism by which the Treasury 
may carry out its operations with the money market smoothly 
and effectively and without disturbance. 

War Service. — One reason for giving such a detailed ac- 
count of quarterly tax-day operations is that these operations 
are typical of the procedure which was followed in carrying 
through the vast amount of war financing. During the war the 
sale of Liberty bonds and Victory notes and of short-term 
certificates of indebtedness was organized through the Re- 
serve Banks, and these banks handled the proceeds and paid 
them out again from time to time at the direction of the gov- 
ernment. It was the power of the Federal Reserve Banks to 
extend credit which enabled member banks, and through 
them the public, to subscribe as they did to the war loan 
issues. 

These things are all a matter of recent record and vivid 
memory, and it is perhaps only important to point out here 
the fact that these huge operations were carried forward with- 
out any disorganization of the money market. The secret of 
the smoothness with which they were conducted was that 
funds were never allowed to pile up in the Federal Reserve 
Banks or the Treasury, but were only called in to be paid out 
immediately. When banks made payments for Liberty bonds, 
these payments took the form of deposit entries on their own 
books to the credit of the Federal Reserve Banks as fiscal 
agents of the Treasury. The banks lodged securities with the 
Reserve Banks as collateral for these deposits. Wdien indi- 
viduals bought bonds, the operation was in the main simply 
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a transfer of deposits on the books of the banks from the 
accounts of customers to the account of the Treasury. The 
government drew down its balance only as the funds were 
needed to be paid out, and by these payments for services, 
munitions of war, loans to the Allies, etc., it created new bal- 
ances to the accounts of bank customers. Back of all these 
operations stood the Federal Reserve Banks ready to make 
advances to the member banks whenever necessary. 

A second principle which was important in maintaming 
stability in the money market during and after the war was 
that, except for a single three months’ loan of $50,000,000 in 
April, 1917, and for occasional issues of special certificates 
of indebtedness outstanding only a few days, the Treasury, 
to its credit, did not borrow directly from the Reserve Banks. 
To the extent that Federal Reserve credit was required to fi- 
nance the war, it was created by borrowing on the part of 
member banks, with the obligation which that involved for 
the eventual return of the loan, or it took the form of open- 
market purchases by the Reserve Banks of commercial ob- 
ligations which were salable in the open market. The Reserve 
Banks were thus in a position at all times to exercise an influ- 
ence toward stability. 

This principle of independence of the Reserve Banks from 
direct Treasury borrowing was a sound principle to follow. Its 
soundness was emphasized by the troubles that overtook cer- 
tain of the European banks of issue, which found themselves 
after the war under government domination and out of con- 
tact with the money market. 

It is illuminating to try to visualize what the situation 
would have been if the Treasury had borrowed directly from 
the Federal Reserve Banks. Suppose that in 1920 at the maxi- 
mum three billion dollars of the total of the nearly 3i/^ bil- 
lion dollars of credit extended by the Reserve Banks had been 
lent directly to the Treasury instead of to the member banks. 
Would the Treasury have repaid the Reserve Banks rapidly 
enough to avoid continued serious inflation? Treasury repay- 
ments would have depended upon the Treasury budget and 
political decisions, rather than on the needs of the country 
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for credit. There would have been every temptation to con- 
sider borrowings from the Reserve Banks as a more or less 
permanent part of the national debt. The Reserve System 
might have been drawn into a maelstrom of dispute and con- 
troversy which might have wrecked it, and war-time credit 
expansion might have proved almost impossible to check. 

The principle that was followed, of not lending directly to 
the Treasury but lending to banks, resulted in a semi-auto- 
matic liquidation of Reserve Bank credit as prices fell and 
gold was imported. The banks used all surplus funds to pay 
off their indebtedness, and the volume of Reserve Bank credit 
was adapted to changes in credit requirements. Such a result 
would have been most difficult if not impossible if the debt 
had been owed by the government. 

The importance during the war period of these principles 
which have just been outlined is realized most vividly when 
they are reviewed in connection with the figures for the size 
of the war financing. Its huge volume is summarized in 
Table 17. 

Subtreasuries Taken Over. — When the Federal Reserve 
Banks first started operations, the Treasury continued to main- 
tain Subtreasury offices in nine important cities. In succeed- 
ing years the mechanical functions of these offices were gradu- 
ally transferred to the Federal Reserve Banks. During the 
years 1920 and 1921, by Act of Congress, the remaining Sub- 
treasury functions were taken over by the Reserve Banks and 
the Subtreasuries were closed. As a result of this action and 
the more recent provision for the retirement of national bank 
notes the Federal Reserve Banks have become the only sources 
of supply for coin and currency, outside Washington. Thus 
an but a small fraction of the total money in circulation is 
distributed through the Federal Reserve Banks. Old money 
is retired from circulation and new money is put out. The 
Treasury is saved not alone the expense of operating the Sub- 
treasuries, but also the cost of carrying so large a working 
supply of coin and currency. The 37 offices of the Federal Re- 
serve System provide a wider distribution of facilities for con- 
ducting this business. 
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Table 17. — Tbeasubt Issues Sold ok Excbxnged Thbottgh Fed- 
EEAL RbSEKVE BaNKS 

(In millions of dollars) 


Year 

Liberty 

and 

Victory 

Loans 

Treasury 

Bonds 

Treasury 

Notes 

Certifi- 
cates of 
Indebt- 
edness 

Treasury 

Bills 

Total 

1917 

5,797 



3,881 


9,678 

1918 




10,742 


21,882 

1919 

' 4,495 



11,247 


15,742 

1920 




3,940 


3,940 

1921 



702 

2,910 


3,612 

1922 


764 

2,511 

1,427 


4,702 

1923 



1,035 

1,264 


2,299 

1924 


757 


985 


1,742 

1925 




1 1,048 


1,338 

J926 


495 


608 


1,103 

1927 


495 

1,980 

1,419 


3,894 

1928 


359 

607 

2,369 


3,335 

1929 




1,782 

100 

1,882 

1930 




1,675 

613 

2,288 

1931 


2,216 

600 

2,236 

1,859 

6,911 

1932 


3,075 

2,720 

2,425 

8,220 

1933 


2,236 

1,828 

2,570 

3,726 

10,360 

1934 ■ 


2,835 

4,921 

525 

4,386 

12,667 

1935 


4,039 

4,322 

0 

3,956 

12,317 

Total . . . 

21,432 

14,486 

21,581 

53,348 

17,065 

127,912 


Open Market for Treasury Obligations. — further inter- 
esting service which the Federal Reserve Banks have been 
able to perform for the Treasury and for the money market 
lies in the aid they have given to the establishment of an open 
market for short-term Treasury issues in the form of cer- 
tificates of indebtedness or Treasury notes or bills. During 
the war the Treasury found it imperative to finance in some 
organized way the temporary advances it required pending 
the receipt of taxes or the receipt of returns from Liberty 
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Loan sales. As a consequence, there were sold to banks and 
private investors short-term securities running for from one 
to twelve months. 

As the war progressed it was necessary to issue larger and 
larger amounts of these securities and they began to accumu- 
late in banks. To aid m a wider distribution steps were taken 
to establish an open market for them. Dealers were encour- 
aged to buy and sell Treasury certificates and in so doing were 
given the support of the Federal Reserve Banks, which 
adopted a policy of standing ready to purchase Treasury cer- 
tificates from dealers for short periods from time to time when- 
ever the market became congested, or money rates rose to 
such high points that dealers could not obtain the call loans 
they required to carry their portfohos of certificates at rates 
approximating the rates borne by the certificates. 

The way this worked out was that when call money rates 
were temporarily high, or when the supply of Treasury securi- 
ties was much larger than the demand, dealers sold some of 
these securities to the Reserve Banks under an agreement to 
repurchase them within fifteen days. The dealers repurchased 
the securities as soon as the temporary condition was passed, 
usually well before fifteen days elapsed. 

The establishment of this open market stimulated the use 
of Treasury short-term securities as means of employing sur- 
plus funds. The assurance of a ready sale enables banks and 
others to use Treasury obligations as secondary reserves, which 
may be liquidated whenever funds are required, and thus 
gives the Treasury a readier and more stable market for its 
obligations. 

Relations in the Depression Emergency. — ^Just as the war 
gave rise to new relationships between the Treasury and the 
Reserve Banks, so the depression emergency created new con- 
ditions which led to further readjustments in Treasury-Federal 
Reserve relations, and to new services which the Reserve 
Banks were called on to perform as bankers for the Treasury. 

The sale of Treasury obligations in the face of an imbal- 
anced budget once more became a serious problem, and every 
few weeks representatives of the Reserve Banks were called 
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to Washington to advise with the Treasury on its financing 
program. The volume of operations in the sale of securities 
was again suggestive of war-time transactions. 

The various credit agencies of the depression : Reconstruc- 
tion Finance’ Corporation, Farm Credit Administration, Home 
Owners’ Loan Corporation, etc., all required banking service 
in paying out funds, receiving and holding collateral, and is- 
suing securities. These services the Reserve Banks undertook, 
and thus lifted their volume of operations by many hundreds 
of millions of dollars. 

Another new relation with the Treasury resulted from the 
purchase by the Reserve Banks of large amounts of govern- 
ment securities. For reasons of policy which will be discussed 
later, but which may be summarized briefly as an effort to 
create such ample supplies of money as would tend to facilitate 
the repayment of debt and the checking of deflation and would 
tend to encourage greater freedom of lending by banks, the 
Reserve Banks purchased substantial amounts of government 
securities in each year from 1929 through 1933. By the end 
of 1933 the aggregate holdings amounted to nearly $2,500,000,- 
000. This large purchase of government securities differed from 
war-time transactions described in earlier pages of this chapter 
in that these securities came to the Reserve Banks directly 
from the market in the form of outright purchases instead of 
coming in the form of discounts of member banks coUateraled 
by government securities. The distinction is significant, for*, 
the government securities acquired in war time carried with 
them a semi-automatic means for their liquidation, as bor- 
rowing banks sought to pay off their debts. The large pur- 
chases of government’s acquired more recently had no such 
safeguard. Their purchase was undertaken deliberately in 
order to meet a difficult situation, and to loosen a credit jam 
which was forcing on the country severe deflation. It is, how- 
ever, recognized that large holdings of government securities 
by a central bank constitute a possible danger to its inde- 
pendence and its capacity to adjust itself rapidly to changing 
credit conditions. To use an extreme case as illustration, both 
the German and French inflations resulted technically from 
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the overloading of the central banks of those countries with 
government securities. If the Reserve System is to serve the 
best interests of the country and operate toward business and 
financial stability the System clearly must be ready, when 
the situation makes it necessary, to sell its governinent securi- 
ties, even though the sale may react adversely on the govern- 
ment security market and on the cost of borrowing to the 
Treasury. The philosophy is the same as that set forth in 
previous pages in the discussion of war financing. 

In considering this question it should be noted that all these 
securities were purchased in the market at market prices. 
They were not acquired by direct purchase from the Treasury. 
They were purchased as a matter of credit policy and not to 
aid the Treasury. That is after all the essential principle. 
Open-market purchases of government securities are a neces- 
sary function of a bank of issue, but it is essential that such 
purchases should be made only when they are justified as a 
matter of sound economics. The line between purchases made 
to improve the economic condition of the country and pur- 
chases made to meet the convenience of the government may 
often be difficult to draw; but if the central bank is genu- 
inely free from undue political pressure, the distinction may 
be made. 

Still further new relationships between the Treasury and 
the Reserve System were created by the passage in January, 
1934, of the Gold Reserve Act of 1934 and the subsequent 
devaluation of the dollar. Under the terms of that Act the 
increase in the value of the country’s gold stock arising from 
devaluation accrued to the United States Treasury. Of this 
sum two billion dollars was set aside, for two years and a 
possible third at the option of the President, recently exer- 
cised, as a Stabilization Fund. This fund might be used to deal 
in gold, silver, foreign exchange, and government securities 
under the exclusive control of the Secretary of the Treasury. 
The remaining balance from devaluation, 800 million dollars, 
was paid into the general fund of the Treasruy and was like- 
wise under the exclusive control of the Secretary of the Treas- 
ury. Through his power to deal with this large sum of gold. 
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this official was placed in a position to exert an enormous in- 
fluence upon the money market and the credit situation. To 
a certain extent this action turned the pages of history back, 
and placed the Secretary of the Treasury in a position of re- 
sponsibility for the credit situation somewhat similar to that 
which he had occupied under the Independent Treasury. Some 
powers to influence the credit situation the Treasury will 
always have, but recent legislation has increased these powers 
largely. If the Secretary exercises his powers coordinately with 
the Federal Reserve System, his action may give added effec- 
tiveness to Federal Reserve policy. If on the other hand at any 
time the two should pursue contrary courses, each would be 
able largely to offset and nullify the other’s action. Here again 
is a situation carrying possibilities of danger. Such a division 
of responsibility for the country’s monetary policy, however 
necessary in the emergency, is clearly undesirable as a matter 
of permanent organization. The same general philosophy ap- 
plies to powers with respect to silver given to the Secretary of 
the Treasury by the Agricultural Adjustment Act as amended 
by the Gold Reserve Act of 1934 and the Silver Purchase Act 
of 1934, the details of which need not be discussed here. 

In carrying through the operations of the Stabilization Fund 
and administering other acts and proclamations relating to 
gold, silver, and foreign exchange, the Federal Reserve Banks 
have acted as agents for the Treasury. 

STJMMAEY 

1. The Reserve Banks provide a non-political, non-profit- 
making banking agency for the use of the government, 
with which the Treasury may deal without fear of accusa- 
tion of favoritism. 

2. It is an agency in constant contact with the money market, 
with offices in all parts of the country, and performs a 
huge volume of work for the Treasury at minimum cost. 

3. The presence of the Reserve System relieves the Treasury 
of a direct responsibility for the money market which had 
proved difficult to fulfill. It is no longer necessary for the 
Treasury Department to make special deposits or pur- 
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chases of securities for the purpose of relieving business 
crises. 

4. The presence of the Reserve System as a means for ad- 
justing the volume of credit to business needs, not only 
reheves the Treasury from what had been/one of its most 
onerous burdens, but provides in addition a credit reser- 
voir which gives the Treasury greater assurance in finding 
a market for its obligations in emergencies. Direct ad- 
vances to the Treasury have never been a general practice 
and are now forbidden by law. 

5. During the war the Reserve Banks not only organized the 
sales campaign for Liberty bonds and Victory notes but 
provided the member banks with the additional credit nec- 
essary to finance the program. 

6. The important principle maintained was that the Reserve 
Banks should lend to the member banks rather than di- 
rectly to the Treasury. The desire of the banks to get out 
of debt ensured the retirement of this credit as promptly 
as possible. 

7. The Reserve Banks have also aided in the estabhshment 
and maintenance of an open market for Treasury obli- 
gations. 

8. The depression has led to a number of new relations with 
the Treasury. One of these arises from the purchase by 
the Reserve Banks in the market as a matter of monetary 
policy of over two billion dollars of government securities. 

9. A second new relation arises from large new monetary 
powers placed in the hands of the Treasury through the 
possession of the two billion dollar Stabilization Fund. The 
Treasury thus has unusual powers of monetary control 
paralleling those of the Reserve System. 

10. Upon both points an understanding cooperation between 
the Treasury and the Reserve System is necessary for the 
success of any monetary policy, because the two agencies 
have power to checkmate each other. 



CHAPTER VIII 


SuPEEvisiON OP Banking 

preamble of the Federal Reserve Act reads as follows: 

An Act To provide for the establishment of Federal reserve banks, 
to furnish an elastic currency, to afford means of rediscounting com- 
mercial pap^r, to establish a more elective supervision of banking'^ 
in the United States, and for other purposes. 

Thus one of the purposes of the Federal Reserve Act was 
stated to he a more effective supervision of banking, and yet 
a careful examination of the original terms of the Act indi- 
cates that it gave the Reserve System only limited powers of 
that sort. While one might have supposed from this title, and 
many people have assumed, that the Federal Reserve System 
bore the sole or at least a major responsibility for bank super- 
vision in the United States, this was not the case. 

In the first place only national banks were required to join 
the Federal Reserve System though state banks might do so 
under certain conditions if they wished. What powers the 
Federal Reserve System had over banks related solely to mem- 
ber banks which have constituted only about one-third of the 
total number of banks in the country. The other two-thirds 
have been outside the jurisdiction of the Reserve System.* 

Even over the member banks the powers of the Reserve 
System to supervise banking operations have been limited. 
The Comptroller of the Currency continued to be the legally 
constituted supervisory authority over national banks. He was 
charged by the law with the duty of granting new national 
banks charters, of examining all national banks, of endeavor- 
ing to correct faults which the examinations showed, and of 

^ Italics are the author’s. 

® Due to changes since the bank holiday, 42 per cent of the commercial banks 
are now members; 58 per cent nonmembers. 
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suspending banks when necessary. Similarly state banks were 
left under the supervisory power of the state banking authori- 
ties. It is true that the Federal Reserve Act gives the Reserve 
System power to make examinations of member banks, but 
since such examinations would only duplicate the examina- 
tions already made by national or state authorities the law 
specifies that the Reserve Banks may accept the examinations 
of state and national authorities instead of conducting their 
own. Federal Reserve legislation fell far short of a thorough 
revision of the machinery for banking supervision, and an at- 
tempt by the Reserve System to exercise general supervision 
over member banks would have resulted in the (Confusion of 
divided and overlapping authority. 

The failure to include in the Federal Reserve Act in its orig- 
inal form, and even in the revisions of the Act just completed 
in the Banking Acts of 1933 and 1935, systematic and com- 
prehensive supervision over banking is consistent with the 
extraordinary patience of the American people in tolerating 
an unsatisfactory banking mechanism. The history of efforts 
in this country to put the banking system on a sound basis 
has been one of slow progress often interrupted. 

Early History of Supervision. — The pity of it is that a 
good start was made. The first “Bank of the United States” 
1791-1811, and the second “Bank of the United States” 1816- 
1836, maintained while in operation a fairly orderly currency. 
Their own notes were always good, and their campaigns to 
force state banks, increasing gradually in number, to redeem 
their currency at par were fairly effective, so effective in fact 
as to build up a vast amount of political opposition. Distrust 
of the “money power” was just as popular a political tune to 
play then as today. For this and other reasons neither bank 
was rechartered by Congress when its original 20-year charter 
lapsed. From 1836 to the time of the Civil War there was no 
effective public control over banking except in a few of the 
states. Business was generally done in those days, not so much 
with bank checks, as with paper money, and the only paper 
money available was the notes of state chartered banks, some 
good, some bad, and some indifferent. 
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Massachusetts appears to have been the first state to under- 
take supervision of banks. In 1803 her legislature passed an 
act requiring’ all banks to make semi-annual reports of con- 
dition, and an act a few years later provided limitations on 
amounts of note issues through penalties for non-redemption of 
notes. The banks themselves also cooperated in a plan for 
forcing redeemability of notes.® Massachusetts continued in 
succeeding years to extend state supervision and after the 
panic of 1837 set up a board of bank commissioners who were 
required to make annual examinations of every bank.^ 
A few other states, notably New York, followed in the wake 
of Massachusetts, but in most states there were not even pro- 
visions for regular reports of bank condition. 

In his annual report for 1875 (pages 20-21) the Comptroller 
of the Currency reviews the conditions prior to the passage of 
the National Banking Act and quotes an authority from the 
earlier period. 

Mr. Woodbury, in his report as Secretary of the Treasury in 
1836, says: 

“If all the States would unite in adding a few judicious limita- 
tions on the amount of discounts as compared with capital and 
deposits, and on the safe kind of security to be taken for them, 
with the requirements of frequent publicity of their condition in 
detail, and of rigid accountability to periodical examinations by 
legislative authority, the time is not distant when our currency 
would become stable; indeed, it deserves consideration whether, 
under such circumstances, the whole monopolies of banking might 
not with public advantage be entirely abolished, and the banking 
privilege, under the above restrictions, securities, limitations, and 
requirements, (particularly if the personal liability of the stock- 
holders is superadded) , might not safely be thrown open to all.” 

The twenty-seven years succeeding the report referred to, and 
preceding the passage of the national-bank act, were full of dis- 
asters arising from the failures of banks and bankers, and of con- 
sequent losses to their creditors and bill-holders. During that pe- 
riod the bank legislation was directed chiefly toward reforming 
the currency and securing the bill-holder from loss, and but little 
attention was given to legislation concerning the necessary “restric- 
tions, securities, limitations, and requirements” which should sur- 

’ Comptroller of the Currency, 'Annual Report, 1S76, pp. XVI-XVn. 

*ibid^ p. xvni. 
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round any general system of banking authorized by law. Indeed, 
under the different State systems, it was and is impossible for “all 
the States to unite” in judicious restrictions upon banking, as sug- 
gested by Mr. Woodbury. 

The last sentence sounds strangely like certain testimony 
given before the Houses of Congress in the past five years. 

The National Bank Act. — It was the emergency of the 
Civil War which finally provided the impetus necessary to 
overcome political inertia. A great war could not be financed 
without an improved banking system. While the National 
Bank Act was perhaps designed in the main to aid the gov- 
ernment in financing a war, it was in some respects the most 
thoroughgoing banking reform ever undertaken in this coun- 
try. Note issues of state banks were taxed out of existence by 
the revision of 1865, and it was presumed by some at least® 
that practically all banks would be forced to nationalize or 
close, thus bringing about a unification of the banking system 
under national supervision. 

This result was, however, only partly achieved because of a 
change which was taking place in the character of banking; 
business was being done increasingly by use of checks rather 
than currency. A bank of deposit even without the power to 
issue notes found an increasingly useful function. The number 
of state commercial banks and loan and trust coijipanies de- 
clined from 1466 in 1863 to 247 in 1868 but then began to 
increase again until in the nineties and thereafter the number 
of state banks exceeded the number of national banks.® 

While not achieving unification of the banking system, the 
National Bank Act did place the banks it included under ef- 
fective supervision. The regulatory and supervisory features 
of the original act included: 

'For example, Senator Sherman’s Speech introducing the tax measure, Cm- 
gressional Globe, 38th Congress, 2nd Session, February 27, 1865, p. 1139. 

* Annual Reports, Comptroller of the Currency. The figures for state banks 
and loan and trust companies are incomplete and hence the numerical superi- 
ority of these banks over national banks was doubtless established at a some- 
what earlier point than that actually shown by the data. 

Figures are for incorporated state banks and trust companies and exclude 
private bai^. Private banks are, however, included among “other banks” in 
the comparisons of failures given later in Table 18. most years the number 
of private banks was a large but uncertain figure. 
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Restrictions on the loaning and investing of funds, both as to 
the kinds of loans and investments in which money might be placed, 
and as to the amount that might be loaned to any one individual 
or enterprise (sections 37 and 47) ; 

A requirement for the maintenance of reserve in proportion to 
note circulation and deposits (section 41) ; 

Minimum capital requirements and a requirement for the main- 
tenance of capital unimpaired (sections 6 and 44) ; 

Double liability for shareholders (section 12) ; 

Provision for quarterly reports of condition verified by oath 
(section 24) ; 

Provision for the examination of national banks by examiners 
reporting to the Comptroller of the Currency (sections 9 and 51). 

The original act may have contemplated only occasional 
examinations, but as administered, almost from the outset, 
examinations were made annually of each institution and 
without notice. In his annual report of 1869 the Comptroller 
of the Currency had this to say about examinations: 

Perhaps no one thing has done more to promote the safety and 
sound management of national banks than their liability to exam- 
ination without previous notice, by an agent appointed for that 
purpose, and probably no provision of the law was more unpopular 
among the banks when the law first went into effect; but the good 
results brought about, directly and indirectly, by such examina- 
tions, have fully vindicated the wisdom of the provision. The ex- 
aminer’s work is done silently, and the public are not aware of 
either the amount or the importance of the work done. In quite a 
large number of cases examinations have brought facts to light 
that have enabled the Comptroller to interpose in time to save 
banks from failure. Defalcations have been exposed; abuses, irregu- 
larities, and violations of law have been discovered and correcteS. 

The Failure Record. — One test of the effectiveness of this 
supervision is to be found in the comparative record of fail- 
ures of national and state banks. The principal source for these 
figures for earlier years is the annual reports of the Comp- 
troller of the Currency. Figures contained in these reports have 
to be used with considerable discretion, however, to be sure of 
their comparability, for the reports he received as to banks 
other than national were far from complete. Reasonably com- 
plete data as to number of other banks in operation are avail- 
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able in some years as a by-product of the administration of 
Federal laws taxing banks. Table 18 is based upon these figures. 


Table 18 . — Compabison op Fajlxjbes, Natiohal Banks and 
Banks Otheb than National 



National 

Banks Other 


Banks 

than National 

1876-1878 



Average number in operation 

2,075 

4,474 

Average number of failures per an- 



num. 

11.0* 

^ 70. Of 

Average rate of failures per annum 

0.53% 

1.56% 

1898-1902 



Average number in operation 

3,919 

10,672 

Average number of failures per an- 



num 

7.6 

42. Ot 

Average rate of failures per annum 

0.19% 

0.39% 


* The average number of national banks failing per annum in the three years 
ended October 31, 1878. It is not evident that the figures would be significantly 
different for the three years ended December 31, 1878. 

t The Annual Report of the Comptroller of the Currency for 1879 (p. XXXV) 
states that there were 210 failures of banks other than national in the three years 
ended January 1, 1879. 

According to the Comptroller's study of 1895-fi there were 170 failures in the 
years 1876-8. This would give average annual failures of 56.7rinstead of 70.0. 
The resultant average rate of failures per annum (1.27 per cent) would still favor 
national banks decisively. It is believed that the contemporary figure of 70.0 is 
more comprehensive; and the number of banks is ostensibly complete. 

t Bradstreet data, reported by the Comptroller of the Currency. 

Beginning in 1892 fairly satisfactory comparisons may be 
made based upon the Comptroller’s figures for numbers of 
banks and upon Bradstreet’s data for failures. The rates of 
failures by decades for national banks since 1863 and for other 
banks since 1892 are shown in Table 19. 

For most recent years the annual figures, subdivided as to 
national, state member and state nonmember banks, are shown 
in Table 20. 

These are appalling figures even for the national banks and 
compare unfavorably with the records for other important 
countries, but they at least indicate the greater effectiveness 





AND THE MONEY MARKET 


133 


Table 19. — Suspensions, National Banks and 
Banks Otheb than National 


'' 

Average Per Cent Per Annum* 

National 

All Other 

1863-1870 

0.12 


1871-1880 

0.34 


1881-1890 

0.25 


1891-1900 

0.68 


1892-1900 

0.68 

1.36 

1901-1910 

0.21 

0.41 

1911-1920 

0.11 

0.38 

1921-1930 

1.18 

3.15 


* Data derived from Statistical Data Submitted to Subcommittee of the Senate 
Banking and Currency Committee^ November 16, 1931, Federal Reserve Committee 
on Branch, Group and Chain Banking, and from AnniLal Reports of the Comp- 
troller of the Currency and Federal Reserve Board. 

C. D. Bremer, American Bank Failures, published in 1935 (Columbia Uni- 
versity Press, New York) includes comparative failure records of national and 
other banks based upon somewhat different data from the comparisons given 
above, but they support the same general conclusions. Bremer uses the failure data 
collected in the Banking Inquiry of 1925. These data, taken alone, somewhat 
imderstate failures of other banks, especially in earlier years. 

Bremer also pifesents the Comptroller's early data on numbers of banks and 
bank failures; however, these figures for numbers of other banks, when compared 
with other bank failures, presumably overstate the percentage of such banks fail- 
ing, because the failure figures are much more inclusive than those of the numbers 
of the banks. 

of national supervision and examination as compared with 
supervision in most states. It is, of course, true that the mor- 
tality was highest among small bants and many state sys- 
tems included large numbers of very small banks. But that is 
in itself indication of the sounder standards of the national 
system in withholding charters from banks of uneconomicaUy 
small size. Moreover, in banks of corresponding sized groups 
the record of national banks is better than that of state insti- 
tutions generally. 

During this whole period states were gradually improving 
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Table 20. — Comparison of Failures — Percentages Suspending* 


Year 

National 

State 

Member 

All Member 

State 

Nonmember 

1921 

0.64 

1.19 

0.73 

2.15 

1922 

0.59 

0.79 

0.63 

1.55 

1923 

1.09 

1.98 

1.24 

2.71 

1924 

1.51 

2.42 

1.66 

3.29 

1925 

1.46 

1.90 

1.53 

2.58 

1926 

1.54 

2.49 

1.69 

4.58 

1927 

1.17 

2.37 

1.34 

3.21 

1928 

0.74 

1.29 

0.82 

2.59 

1929 

0.85 

1.44 

0.93 

3.66 

Average 

1.07 

1.76 

1.17 

2.92 

1930 

2.22 

2.53 

2.26 

7.78 

1931... . 

6.01 

10.90 

6.63 

13.14 

1932 

4.49 

6.59 

4.74 

9.78 

1933 

19.68 

21.99 

19.95 

31.64 

1934 

0.02 

0 

0.02 

0.63 

1935 

0.07 

0 

0.06 

0.33 


* State banks exclude mutual savings banks. Data from Annual ReportSj Fed- 
eral Reserve Board and AnnuAl Report, Federal Deposit Insurance Corporation, 
1934. Banks unlicensed by April 12, 1933 considered suspended. 


their supervision, slowly adopting the examination method, 
standardized reports, and higher requirements, but even today 
many, if not most, of the state systems lag behind the national 
in their effectiveness. Some it should be added, bear compari- 
son well, and many banks operating under state charter are 
among the strongest institutions in the country. 

The national and state systems have labored under consid- 
erable handicaps in enforcing sound standards. In the final 
analysis, the only available penalty at the command of the 
Comptroller or the state supervisors and their examiners, 
when there was no defalcation justifying criminal action, was 
to close a bank, which is exactly what they sought to avoid. 
More serious still was the competition between the two bank- 
ing systems. The power to enforce rigorous banking standards 











AND THE MONEY MARKET 


135 


has always been limited by the power of the banks to change 
from national to state charters or vice versa. Many of the 
banking troubles of the past decade may be traced to the years 
from 1900 to 1920. These were years of rising prices and great 
prosperity, especially in agricultural regions. In this favoring 
soil banks sprang up like mushrooms: the number of commer- 
cial banks in the country increased from about 9,000 in 1900 
to about 22,000 in 1910, and 29,000 in 1920. This growth was 
especially unfortunate at a time when the automobile was 
rapidly increasing the area one bank could serve. The greatest 
growth was in state banks under relatively lax state laws; but 
seeing the national system losing ground the Congress in sev- 
eral steps relaxed the requirements for national banks. The 
resulting situation was described by Eugene Meyer, Governor 
of the Eederal Heserve Board, before the House Committee on 
Banking and Cmrency in January, 1932, as follows: 

The competition that exists at the present time between State 
and national banks cannot fail to remind one of the competition 
that prevailed a generation ago among the various States seeking 
to become domiciles for corporations — a competition that was based 
upon the laxity of the laws governing incorporation. Nothing could 
be more disastrous than competition between the State and national 
banking groups based upon competition in laxity.’' 

Responsibility of the Reserve System. — This is the kind 
of situation upon which the Federal- Reserve System was 
superimposed in 1914 with the pious hope expressed in the 
preamble to its legal constitution that it might “establish a 
more effective supervision of banking in the United States.” 

The Reserve System does have under the law certain spe- 
cific powers which may be thought of as supervisory, and these 
powers have been increased recently. The powers in the orig- 
inal Federal Reserve Act may be listed with brief comments 
as follows: 

1. Admission to membership and expulsion from membership. — 
The requiring of high standards for admission of state banks acts 

’TJ. S. House of Repre^ntatives, Subcommittee of the Committee on Bank- 
ing and Currency, Stabilization of Commodity Prices, Hearings . . . State- 
ment of Eugene Meyer before 72nd Congress, 1st Session on HJR. 10517 
April 13 and 14, 1932, Part 2. 
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somewhat to improve the quality of state member banks, and a 
bank may forfeit membership for failing to comply with the law or 
regulations of the Board. 

2. Requiring reports of condition. — ^The very fact 'of making a 
regular detailed report exerts on a bank a kind of moral pressure 
to make a good statement. 

3. Examination of member banks. — ^Federal Reserve Banks were 
empowered to make special examinations of their member banks 
‘Ho inform the Federal reserve bank of the condition of its member 
banks and of the lines of credit which are being extended by them.” 
Until recently few complete examinations were in fact made, to 
avoid duplicating those of the regular supervisory authorities, which 
the Reserve Banks might accept in lieu of their own. A common 
practice was to send an examiner with the national or* state exam- 
iners especially to look over the assets eligible for discount. 

4. Making loans. — ^When the member bank borrows, the require- 
ments that the paper presented for discount shall meet the test for 
quality, and that the bank itself shall be in sound condition, make 
towards higher standards. 

5. Granting trust powers to national banks. — ^Just as in the case 
of membership the maintenance of standards prerequisite to the 
granting of trust powers has exerted a beneficial influence upon the 
quality of banking. 

All these were supervisory powers the exercise of which has 
tended to improve the quality of banking management. Per- 
haps more important still has been the informal influence of 
the Reserve Banks in their frequent contacts with member 
banks. They have constituted a friendly central agency con- 
tinuously interested in improving the quality of banking. 
These powers taken together, however, have hardly consti- 
tuted an effective supervision of banking. The field has of ne- 
cessity been left largely to the national and state supervisors. 

Since the passage of the original Federal Reserve Act these 
semi-supervisory powers have been greatly increased, princi- 
pally by the Banking Acts of 1933 and 1935. The additional 
powers may be listed as follows: 

1. Interlocking directorates. — ^The Reserve System was intrusted 
with enforcing the Cla 3 Hon Act limiting interlocking bank direc- 
torates. 

2. Control of speculative loans.^ — ^The System was given power 
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to refuse its lending facilities to banks making “undue use” of bank 
credit in speculative loans or “for any other purpose inconsistent with 
the maintenance of sound credit conditions/’® and to prescribe 
margins on loans for carrying registered equity securities; also 
power to fix by districts the percentage of capital and surplus of 
member banto that may be represented by security loans. 

3. Removal of poor management. — ^The Reserve System has 
power to remove officers or directors of state member banks who 
continue to violate the law or to engage in unsafe or unsound prac- 
tices after they have been warned to the contrary and after a 
hearing. This power will seldom be used but lends weight to ad- 
monitions. 

4. Examination of affiliates and giving holding company affiliates 
permits to vote stock of banks. 

5. Approval of establishment of branches. 

6. Determination of maximum interest rates to be paid on time 
deposits. 

These powers have clearly placed upon the Reserve System 
added responsibility for the quality of the banks which are 
members, a natural consequence of the banking disasters of 
recent years. The System has recognized its new responsibili- 
ties by enlarging its examination force and increasing the 
number of examinations it makes, especially of state member 
banks. But the old problem of ambiguous authority still re- 
mains. 

New Complications. — The confusion of pre-depression days 
has even been increased by the introduction of two new bod- 
ies with some measure of supervisory powers, the Reconstruc- 
tion Finance Corporation and the Federal Deposit Insurance 
Corporation. While the Reconstruction Finance Corporation, 
under the law, does not have specific supervisory authority, 
the power to make loans and to purchase preferred stock of 
banks has involved the determination of conditions under 
which advances of funds might be made. The Federal Deposit 
Insurance Corporation, on the other hand, has under the law 
a considerable list of specific supervisory powers, which in 
some measure overlap the powers of other supervisory bodies. 

"Section 4, Paragraph 8 of the Federal Reserve Act as amended by the 
Banking Act of 1933. 



138 


THE RESERVE BANKS 


The principal such powers conferred by the Banking Act of 
1935,® may be listed as follows: 

1. Power to examine insured banks, or banks applying for insur- 
ance, although national banks may be examined only with 
the consent of the Comptroller of the Currency and state mem- 
ber banks only with the consent of the Federal Reserve au- 
thorities (subsections f, g, and k) ; 

2. Power to terminate the insured status of a bank, after hearing 
(this means termination of Federal Reserve membership on the 
part of a state member bank and forfeiture of charter on the 
part of a national bank) whenever unsafe or unsound practices, 
or violations “of any law or regulation to which the insured 
bank is subject” are uncovered (subsection i) ; 

3. Power to require reports of condition from insured nonmem- 
ber banks “in such form and at such times as the board of 
directors may require” (subsection k) ; 

4. Requirement of written consent of the Corporation for an in- 
sured bank to enter a consolidation with a non-insured bank 
or for an insured nonmember bank to reduce its capital or es- 
tablish new branches (subsection v). 

There are thus five separate authorities dealing with banks, 
the Comptroller of the Currency, the Federal Reserve System, 
the Federal Deposit Insurance Corporation, the Reconstruc- 
tion Finance Corporation, and in each state the state super- 
visor of banking. Some banks find themselves having relations 
with four or even all five of these bodies, and thus the pos- 
sibility of duplications of examinations and reports and con- 
flicting orders becomes considerable. 

The provision of the original Federal Deposit Insurance law 
that all insured banks must become members of the Federal 
Reserve System by July 1, 1936, would have provided some 
further measure of unification of the banking system, some 
further assurance of common standards, and further concen- 
tration of responsibility. But the Banking Act of 1935 post- 
poned the effective date of this provision until 1942, and so 
modified it as to require membership in the Federal Reserve 
System only of insured banks with deposits of a million dollars 
or more. 

•Section 101. This became Section 12B of the Federal Reserve Act as 
amended. 
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Under the pressure of the crisis the various agencies sharing 
responsibihty for bank supervision have been cooperating 
whole-heartedly to put the banking system on its feet. The 
Reconstruction Finance Corporation will in time have its ad- 
vances to bahks, both in the form of loans and preferred stock, 
repaid and will presumably terminate operations, but the other 
four organizations are permanent and without the pressure of 
emergency their overlapping powers are hkely to create con- 
fusion and irritation, and impair effectiveness. 

Some Implications of Recent Changes. — ^The legislation 
of the past three years has swung far in the direction of gov- 
ernment responsibility for banking. When the banking system 
broke down in the spring of 1933 it was clear that something 
had to be done about it. The first necessity was to get the 
system on its feet, and with a stability which could be relied 
upon as a basis for business recovery. The only way to do this 
was to have the government step into the picture. The gov- 
ernment having assumed these responsibilities it seemed nec- 
essary to accompany the responsibility with a greater measure 
of control. Such control was suggested also by the defects 
shown by the banking system during the boom period. Thus 
the present governmental supervision of banking grew logi- 
cally and directly from the circumstances. And because every 
move was made in haste it grew a bit haphazard, with respon- 
sibility for supervision, for example, divided among a number 
of different bodies. The plans which were devised logically and 
naturally to meet an emergency are not necessarily the best 
permanent plans for a sound and progressive banking system. 
There is a great deal of experience in several states to 
show that deposit guaranty systems tend not only to become 
insolvent but to encourage bad banking. True they were never 
tried before on a nation-wide scale, and with national super- 
vision, but human nature is the same whether it operates 
within state or national limits, and the burden of proof rests 
, upon the deposit guaranty plan as a permanent institution. 

The country has been through a disillusioning and humili- 
ating experience with respect to banking. It is discouraging 
for a great country to find it had such a poor banking system. 
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A good one is essential, for bank deposits are now the nation’s 
money, and that money must be sound and reasonably stable. 
The government which is empowered under the Constitution 
to “coin money” and “regulate the value thereof” has respon- 
sibility for the banking system. But it is desirable' to be open- 
minded as to the particular methods which are likely to prove 
most effective over a period of years in fulfilling that respon- 
sibility. 

Limitations on Effectiveness of Supervision. — ^It should 
be acknowledged at this point that no system of supervision 
is a cure-aU. Laws and regulations and examinations have been 
helpful but they alone cannot create good banking. Able and 
sound management is the prime essential. The best banking 
system is one which enlists the ablest management and gives 
it the best training. In other countries the mechanism for 
training bankers is branch banking. A yoimg man in a branch 
system is put through a varied course of training; as his re- 
sponsibilities increase, he is under continuous supervision. 
Special men are trained for particular functions. Investments, 
for example, in a bank with many branches, can be handled 
by a qualified department. 

Under the system of tmit banking developed in the United 
States each bank is independent, and selects its own person- 
nel. The officer of a small unit bank has seldom been through 
such purposive training as the branch bank manager, and is 
under the control of a group of local busmess men with little 
banking background and with personal interest in many of 
the loans and investments held by the bank. Such a banking 
system must of necessity rely more largely on government 
supervision than a system with widespread branch banking. 
In fact many countries with branch banking have little or no 
governmental supervision. 

Tbe question may well be asked whether branch banking is 
not a better method of enlisting and training quafified bank- 
ers. But this is not the place for an extended discussion of that 
highly controversial question. Despite some growth in branch 
banking, the United States has, and is likely to have for some 
time, mainly the unit bank system. The point to be made here 
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is that the effectiveness of supervision depends a great deal on 
the basic organization and the quality of management of the 
banking system. 

Another limitation on the effectiveness of supervision is 
that it must of necessity be somewhat arbitrary in character. 
It must be based upon definite provisions of law and definite 
regulations. If hundreds of examiners are to have the right to 
enter a bank and make formal recommendations to the man- 
agement and directors, the procedure must be somewhat stand- 
ardized. The individual examiner cannot be allowed complete 
flexibihty to express his own likes and dislikes. The necessary 
standardization has dangers as was illustrated during the de- 
pression. It was the accepted practice for bank examiners to 
appraise the assets of a bank, and if the appraised value of 
the assets fell short of its liabilities, more capital had to be 
raised or the bank was closed. Now in the recent depression 
all values declined greatly; and hence, as the examiners ap- 
praised bank assets at market prices, they found many banks 
at least temporarily insolvent and took the matter up with 
the bank directors. Before this procedure could be changed it 
led directly or indirectly to the closing of many banks. Banks 
in other countries, not supervised by public authorities, may 
have been just as insolvent, but with no official examiner to 
point out the fact they may ignorantly survive the depression 
and find themselves quite solvent as values recover. As the 
depression advanced in this country this difficulty was recog- 
nized and greater flexibility was introduced in appraising as- 
sets at more nearly normal values. This is not an argument 
against government supervision but a recognition of certain 
of its limitations and weaknesses even apart from questions 
of jurisdiction. 

^ Still another impediment of a basic sort to successful super- 
vision is the practice in the United States with respect to time 
deposits, which was discussed briefly in Chapter III. Most 
banks in this country accept time and savings as well as de- 
mand deposits. While banks reserve the right to require 30, 
60, or 90 days’ notice for the withdrawal of time deposits this 
right is seldom exercised and in fact cannot usually be exer- 



142 THE RESERVE BANKS 

cised while demand depositors are free to remove their funds 
without notice. To require notice from time depositors would 
in fact be giving demand depositors preferential treatment. 
The time deposits are in effect demand deposits, but in order 
to earn a competitive rate of interest have freq'uently been 
invested in long term assets. This inconsistency of borrowing 
short and lending long has constituted a basic weakness in 
the banking system and has subjected long term assets to 
violent deflation when banks have had to sell these assets 
rapidly to meet demands of time depositors. 

Looking into the future, the effectiveness of bank super- 
vision in this country seems likely to be greatly influenced not 
only by the quality of supervision itself but by the disposition 
of a number of basic banking problems including: 

1. The relation between the national and state governments in their 
power to charter and supervise banks. 

2. The relation between various Federal bodies having some super- 
visory powers. 

3. The permanence of deposit insurance. 

4. The progress of branch banking. 

5. The treatment of demand and time deposits. 

SUMMARY 

1. While the supervision of banking was one of the professed 
purposes of the Federal Reserve Act, only limit'ed power of 
supervision was given the Reserve System. Membership in- 
cluded only one-third of the banks and even for these, major 
supervisory power continued with the Comptroller of the 
Currency or the state banking departments. 

2. The history of banking supervision in the United States is 
one of slow progress, often interrupted. 

3. The National Banking System introduced a form of bank 
supervision far more effective than that for state banks in 
most states, as is indicated by fewer national bank failures. 

4. Effective supervision has, however, been impaired by the 
dual banking system which has permitted banks to change 
from national to state charters or vice versa. 

5. While the Reserve Act gave the Reserve System limited 
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general supervisory powers it did give a number of specific 
powers which have been used to improve the quality of 
banking. ■ 

6. The recent creation of two new bodies, the Reconstruction 
Finance Corporation and the Federal Deposit Insurance 
Corporation, with certain supervisory powers, further com- 
plicates the problem of division of responsibility. 

7. Supervision alone, no matter how stringent, cannot assure a 
sound banking system. Quality of management is the prime 
essential. 

8. Supervision and management are both likely to be hin- 
dered or helped by the disposition of such basic problems as 
branch banking, the treatment of time and demand de- 
posits, and deposit insurance. 



CHAPTER IX 


The New Yobk Moiiey Maeket 

T he New York money market is the national market for 
liquid and surplus funds. As the leading money market of 
the country, it is the center towards which idle money gravi- 
tates to find employment, pending the time when it is needed. 
Banks and large business concerns aU over the cotintry which 
have funds temporarily idle because of seasonal variations in 
the demand or for other reasons, or which maintain as a per- 
manent policy a reserve of liquid funds, send them to the New 
York money market. In recent years a substantial volume of 
similar money has come from other countries to New York. 
Funds from these various sources are kept on deposit with 
banks; invested in short-term securities such as acceptances. 
Treasury bills and notes, or other short obligations; or are 
lent in the stock exchange money market for a definite period 
as time money or on a day-to-day basis as call money. 

The distinctive feature of this use of funds is that they are 
available when they are needed, either at a specified time or, 
in the case of call money or money invested in acceptances or 
Treasury bills and notes, on a day’s notice at any time. Call 
loans can be called and acceptances and Treasury bills and 
notes can be sold whenever the funds are needed. The money 
in the money market may thus be thought of not simply as 
i surplus funds, but as the secondary reserves of banks and busi- 
Iness all over the country. 

The importance of the money market for the nation does 
not lie solely in its size. It lies rather in its liquidity, in its 
capacity for furnishing cash to any part' of the country at a 
few hours’ notice. What a bank balance is to the individual, 
the money market is to the countr/s credit system. Both rep- 
i resent ready cash available for immediate needs. 

Since the New York money market employs funds from all 
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parts of this country and from other countries as well, it re- 
flects changes in the need for funds from any quarter. 
Increases in. the use of money for business, trade, and agri- 
culture draw funds from the New York market, and de- 
creases in such use pour funds into the New York market. 
When the wheat or cotton crop is being harvested, when 
Christmas shopping creates a need for more currency, or when 
factory pa 3 Trolls increase, funds are drawn from New York. 
But when winter dulness settles over the farms, when Christ- 
mas currency returns to the banks, or when the factories begin 
to reduce payrolls, then funds flow back to New York. A flow 
of funds to and from other countries reflects changing eco- 
nomic conditions both abroad and at home as well as the 
changing emotions of fear and confidence. 

One result of the wide distribution of ownership of funds 
in the New York money market is that they are in constant 
movement, for there is almost never a time when some need 
for funds is not arising from one quarter or another. The 
movement of funds in tlie internal operations of the money 
market and security markets is in itself large also. The rapidity 
of movement in the market may be seen in the statistics for 
the velocity or rate of turnover of demand deposits. These 
figures show that demand deposits in New York City in 
normal times have a rate of turnover of about seventy-five 
times a year, whereas the rate of turnover in other large cities 
is only about half as great. This rapid movement of funds puts 
to the test the organization of the money market. 

Small movements of funds sometimes have large effects in 
the market. A transfer of as little as $25,000,000 from New 
York may at times cause an increase of % per cent in the 
call-loan rate. For the money market is a point at which ad- 
justments take place between the country’s supply of and 
demand for funds. A transfer of $25,000,000 from New York 
may be the indication that the country’s supply of funds is 
short of the demand at the rates which have been prevailing. 
In the New York market we are dealing with what economists 
call the marginal supply and the marginal demand, which are 
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the first to show any change in conditions for the country as 
a whole. 

In financial panics in this country it has been- in the New 
York money market that the first signs have appeared, just as 
in England it has been in London that financial crises have 
centered. Year in and year out the great bulk of all ordinary 
financial operations throughout the country is carried on 
smoothly and quietly, with the supply of funds taking care 
of the demand without question. Trouble only comes with the 
extra demand, or the extra supply, and the money market is 
the place where extra supply and extra demand make their 
first appearance. The country’s financial stabihty depends not 
a little on the capacity of the money market for making a 
smooth adjustment to the new condition when extra supply 
or demand begins to appear. If at any time it becomes impos- 
sible for out-of-town lenders to convert promptly into cash 
the funds they have placed in the New York market, the result 
is likely to be a money panic. 

Place of the New York Banks. — ^New York commercial 
banks have several kinds of relationships with the money 
market. In the first place, these banks are large investors inv 
the market. They often keep as much as a billion dollars in 
the stock exchange money market. They keep substantial 
amounts employed in acceptances. Treasury bills, and notes, 
and commercial paper. 

In the second place, the New York banks act as agents for ■ 
out-of-town banks and other banks and bankers who employ 
funds in the money market. When the Tenth National Bank 
of Muncie, Indiana, wants to put funds out on caU, it trans- 
fers the funds to its New York correspondent. The amounts of 
out-of-town funds placed in the market in this way have fre- 
quently been larger than the amounts placed for the account 
of the New York banks themselves. For example, the figures 
reported by New York City member banks at the end of 1926, 
a reasonably typical period, showed that their loans to brokers 
and dealers for their own account averaged 900 million dollars, 
whereas their loans of this character for the account of out- 
of-town banks averaged over one billion dollars. Moreover, 
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the New York City banks had on deposit from other banks, 
mostly out of town, about 650 million dollars. The amounts of 
balances of national corporations operating over wide areas 
are probably several times this amount. 

As an illustration of the changes to which the money market 
must adjust itself these figures may be compared with the 
figures at the height of the 1929 speculative boom and at a 
more recent date. 


Table 21. — Loans to Brokebs and Dealers Placed bt 
New York Citt Banks 

(Monthly average of weekly figures in millions of dollars) 



Dee. 

1926 

Sept. 

1929 

April 

1935 

New York City banks’ own account 

887 

1,048 

1,850 

3,642 

714 

For account of out-of-town banks 

For account of others* 

1,045 

766 

86 

3 



Total 

2,698 

6,540 

803 


Deposits of out-of-town banks in New York 
City 

645 

637 

1,628 



* Loans for account of individuals, firms, or corporations (other than banks) 
prohibited by New York Clearing House on November 16, 1931, and by the 
Banking Act of 1933. 


In the third place, the New York City banks are bankers 
for the money market. The market keeps its funds on deposit 
with them. When a broker or dealer receives funds he deposits 
them in one of these banks. When he makes a payment he 
does it with a check on one of them. The deposits of New 
York banks thus constantly reflect money-market operations. 

Any extra demand for or supply of funds is thus registered 
in one way or another in the condition of the New York banks, 
and the elasticity and stability of the market depend on the 
reserves of these banks. 

Suppose the wheat crop is unusually large and in order to 
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pay off extra harvesting help the banks of the West call 
$25,000,000 of call loans in New York. The procedure will be 
about as follows; When brokers Smith & Jones,, or Peters & 
Hall, who are borrowing this money from out-of-town lenders 
for the use of their customers, get notices calling their loans, 
they probably borrow the amount from New York City banks 
and pay off their called loans. As the funds are transferred 
to the West, reserves of New York banks are correspondingly 
reduced. 

Or suppose the banks in the West, instead of calling loans, 
sell securities in New York. They will probably be paid by 
checks drawn on New York City banks or wire transfers from 
New York banks, with the same consequence in reducing the 
reserves of those banks. No matter what form an outside with- 
drawal of funds from the market takes, it usually results 
promptly in a reduction of the reserves of New York City 
I banks. If this process continues it tends to result in higher 
] money rates and a gradual liquidation of money-market loans, 
j and frequently a reduction in security prices. These changes 
eventually reduce both the deposits and the reserve require- 
ments of New York City banks. But the immediate result is 
to reduce only the actual reserves of these banks. They bear 
the brunt of shifts of funds to and from the market, of fluctua- 
tions in the whole nation’s use of money. 

Elasticity Before 1914. — ^In the days before the Federal 
Reserve System the surplus reserves of New York banks were 
the best measure of the country’s ability to deal with any 
financial emergency, because they showed the extent to which 
the money market could be drawn upon to meet needs for 
funds in any part of the country. There were, it is true, other 
possible means of meeting serious crises, such as the import 
of gold from abroad. Treasury deposits of gold in the banks, 
or the issuing of clearing house loan certificates; but the re- 
serves of New York banks, and to a lesser extent of banks in 
other cities, were the first line of defense. When these reserves 
were reduced to the legal minimum, and there were no longer 
any surplus reserves, then the credit situation became strained. 
There was stiU plenty of money in the banks, but it could not 
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be' used because the law prescribed a legal minimum below 
which reserves should not go. There was no machinery by 
which these reserves could be either used with safety or in- 
creased with promptness. 

The close dependence of money conditions on bank reserves 
is illustrated by Diagram 16, in which one line shows the aver- 
age monthly surplus or deficit of reserves of New York City 


MILLIONS 
OF DOLLARS 


" 








mg 




m 

Bi 

m 

■H 


fSKi 

m 


OSH 

mm 

m 



im 

8Si 

SSfl 

nHn 

j|te 




i 

ii 





AVfri^AGE 
SN S^SSI 

■ 1 

C.'^'F'CSTi * 
:RVEr> 5 { 
1/ 






— |H 




«AT| 


12 


1904 ^ 1905 1906 1907 19 08 1909 

DIAGRAM 16 — BEFORE THE RESERVE SYSTEM THE TIME-MONET RATE WAS 
CLOSELY RELATED TO THE SORFLUS OR DEFICIT OF RESERVES OP NEW YORK 
CITY BANKS. 


banks, and the other line shows the average monthly rate for 
time money. When there were large surplus reserves, money 
rates were low; when reserves were low, money rates were 
high. 

One impressive feature of the diagram is the narrowness of 
the margin of reserves. For many months average surplus re- 
serves were under $10,000,000. In November, 1907, an average 
deficit of $50,000,000 in reserves was accompanied by soaring 
money rates and by temporary suspension of specie payments 
in many parts of the country. 

The record in this period illustrates the value of the Satur- 
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day report of the New York Clearing House banks, showing 
their surplus reserves, as indicators of the country’s credit 
condition. These surplus reserves were the principal basis for 
any elasticity which the country’s banking system, possessed. 

Elasticity Today. — ^The fundamental change which the 
Federal Reserve System has made in this situation is to shift 
much of the burden of meeting the fluctuations in the demand 



DIAGRAM 17 — ^UNDEB THE RESERVE SYSTEM SURPLUS RESERVES OP NEW 
TORE CITY BANKS HAVE USUALLY SHOWN LITTLE FLUCTUATION AND MONEY 
RATES HAVE BEEN RELATED TO THE AMOUNT OP BANK BORROWING PROM THE 
RESERVE BANK. 

for credit from the reserves of the member banks in New York 
City to the twelve Reserve Banks, which through the strength 
of their holding of pooled reserves and through their power of 
note issue and deposit expansion can provide almost any extra 
funds required. 

The change which has taken place may be illustrated by 
Diagram 17, showing for a number of years after the estab- 
lishment of the Reserve System, and before the depression, 
similar data to those in Diagram 16, with an additional line. 
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During these years there was little fluctuation in the average 
surplus reserves of clearing house banks. Instead, the adjust- 
ment to ch^ges in the supply of and demand for credit took 
place in the loans of the Reserve Bank. The one interesting 
exception which the diagram shows was in 1924, when the 
banks had repaid their loans and for a few weeks held excess 
reserves, and money was exceptionally easy. A similar rela-'^ 
tionship has occurred in 1933 to 1936. But over most of the 
history of the System, changes in Federal Reserve credit, 
rather than changes in bank reserves, have been related to 
changes in money conditions. 

Another effect of the establishment of the Reserve System 
has been to divert from the New York market some of the 
adjustments of marginal funds. Member banks in all parts of 
the country may now meet extra demands for funds by bor- 
rowing at their local Reserve Bank and may use extra sup- 
plies of funds to pay off any such borrowings. Moreover, with 
the support of the Reserve Banks local money markets are 
developing in certaiu of the Federal Reserve cities. 

While these changes have diverted many transactions from 
New York to other centers and have made the country’s 
flnance somewhat less dependent on New York, the New York 
money market remains the country’s principal center for the 
use of surplus funds, and for the adjustment of banking re- 
serves. The precise methods by which the money market 
gains elasticity and stability through the operations of the 
Federal Reserve Bank of New York are therefore of interest. 

Access to the Reserve Bank.— The money market and the 
Federal Reserve Bank of New York are connected by several 
channels of communication. Diagram 18 is an attempt to 
lustrate these channels. 

Of the four principal markets which make up the money 
market, two have direct access to the Reserve Banks. Under 
the terms of the Reserve Act, the Reserve Banks may buy bills 
(bankers’ acceptances) and government securities or govern- 
ment guaranteed securities in the open market, but they can- 
not buy commercial paper or make loans in the stock exchange 
money market. The Reserve Banks can also buy short-time 
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municipal -waiTants issued in anticipation of taxes and obliga- 
tions of the Federal Farm Loan System, but such purchases 
have in practice been so small that these markets have not 
been included in the diagram.^ 



DIAGRAM 18 — THE BILL MARKET AND THE GOVERNMENT SECURITY MARKET 
HAVE DIRECT APPROACH TO THE RESERVE BANKS, BUT THE OTHER PRINCIPAL 
MONEY MARKETS HAVE ACCESS ONLY THROUGH MEMBER BANKS. 


It is through the member banks that the money market or- 
dinarily has had its principal connection -with the Reserve 
Banks. The amount of Reserve Bank funds which goes di- 

^ In this connection mention should be made of an informal money market 
which has developed in recent years, the market for ‘federal funds/’ A bank 
which finds itself with surplus reserve deposits at the Federal Reserve Bank 
frequently sells these funds to some other bank which is deficient in its re- 
serves. The balances at the Reserve Banks thus purchased, which are known 
as “Federal fimds,” are different from other funds because they represent im- 
mediate cash that day at the Reserve Bank, whereas an ordinary bank check 
is not cash until it has gone through the clearings the following morning. The 
buyer of “Federal funds” pays for them with a check which will be collected 
through the clearings the following day. The transaction amounts to buying 
today’s money with tomorrow’s money and paying interest for a day. The 
market for “Federal funds” adds to the fluidity of the money market; it helps 
demand and supply to become adjusted rapidly. “Federal fxmds” are as a rule 
bought and sold by ^^vidual negotiation between banks, although some of 
the dealers in bills and securities also deal in “Federal funds,” 
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reetly into the money market has generally been small com- 
pared "with the amount which is advanced to member banks 
and reaches- the market indirectly. The member banks may 
pass on to the Reserve Banks the securities dealt in by three 
of the four money markets: bills, United States Government 
securities, and commercial paper. They sell bills to the Reserve 
Banks; they borrow with bills. United States securities, or 
commercial paper as collateral; or they rediscount bills or 
commercial paper they may have purchased. In addition, they 
rediscount or secure advances upon their customers’ commer- 
cial paper or, under the Banking Act of 1935, upon almost any 
good asset. Nonmember banks sell bills to the Reserve Banks. 

It should be noted that in aU but one of these types of trans- 
actions by which the markets or banks secure Federal Reserve 
funds, the initiative is taken by the dealer or the banker. It is 
only in the purchase of United States Government securities 
that the Reserve Banks ordinarily take the initiative, and 
even such purchases, if made under a repurchase agreement, 
are made on the initiative of the dealers in government securi- 
ties who require assistance in carrying their portfolios. 

Another interesting feature of the relationship between Re- '' 
serve Bank and money market is that in certain of the transac- 
tions in bills and government securities the New York Reserve 
Bank acts ^ the agent of other Federal Reserve Banks. A 
considerable part of the holdings of acceptances and govern- 
ment securities of all the Reserve Banks is purchased in New 
York and distributed through the System under general pol- 
icies determined by the Open Market Committee. 

Through these various channels there has developed an or- 
ganic connection between the New York money market and 
the Reserve System. The operations of the Reserve Bank of 
New York, and in lesser degree of the other Reserve Banks, 
have come to reflect money-market changes in much the same 
way as the reserves of New York City banks formerly re- 
flected such changes. Today when $25,000,000 is withdrawn 
from New York to meet a demand for currency for harvesting, 
the demand often falls as before on the money market and 
through the market on the New York City banks. But these 
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banks no longer rely solely on their surplus reserves in meet- 
ing such a demand. They can draw funds from the Reserve 
Bank. 

This extra demand for funds can be met with much less 
strain on the credit situation than in the days when commer- 
cial bank reserves bore the brunt of any increase in demand. 
Additional borrowing at the Reserve Bank does have, it is 
true, some effect upon the money position. Funds borrowed 
from the Reserve Bank have to be paid for at the discount 
rate, and the use of additional Federal Reserve funds is fre- 
quently accompanied by some firming in money rates, as was 
the putting to use of surplus reserves in former days. The 
principal difference between the two operations lies in then- 
possible extent. In the old days there were rigid and not far 
distant limits to the reserves available; now the mechanism of 
the Reserve System provides for a much larger possible ex- 
pansion. It gives much greater elasticity. The principal prob- 
lem of Federal Reserve policy is the control of this elasticity 
and particularly avoidance of over-expansion. 

The character of Federal Reserve transactions with the 
banks and the money market, which consist primarily of 
operations for the adjustment of reserve position, is revealed 
by the rapidity with which loans are made and paid off. The 
average amount of bills and securities (including loans to 
member banks) held by the Federal Reserve Bank of New 
York during 1925, a reasonably normal year, was $287,000,000. 
The total amount of bills and securities acquired during the 
same period was $19,900,000,000. The average number of days 
for which different types of paper were held was as follows: 


Discounts and advances 3 days 

Bankers’ bills 15 days 

U. S. securities 50 days 


The close relationship between money-market movements 
and the Reserve Bank may be illustrated by a comparison of 
the day-to-day fluctuations of the call-loan rate, the most sen- 
sitive index of money-market conditions, and the changes in 
the amount of Reserve Bank credit in use. This comparison is 
made in DiSfgram 19. It shows that when money is in de- 
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majid, as shown by high call-loan rates, the banks and the 
market draw funds from the Reserve Bank, and the amount of 
Reserve Bank credit in use is increased. Conversely, when the 
supply of funds increases, as shown by low call rates, funds 
are returned to the Reserve Bank. Just as the country as a 
whole is constantly adjusting its credit supply to its needs 
throu^ the New York market, so the New York market is, at 



DIAGRAM 19 — ^DAILT CHANGES IN MONET CONDITIONS IN THE NEW TORN 
MARKET ARE REELECTED IN LOANS AND INVESTMENTS OF THE FEDERAL RE- 
SERVE BANK OP NEW YORK. (FIGURES FOR 1924.) 


times when money is needed, daily adjusting its supply to the 
demand through the Reserve Bank. 

The converse of the situation shown in Diagram 19 may be 
found in a year like 1934. During that year money was not in 
demand and, in fact, the banks held surplus reserves ranging 
from three-quarters of a billion dollars to two billion dollars. 
During the year call-loan rates remained unchanged at one 
per cent and the member banks in New York City borrowed 
practically nothing from the Federal Reserve Bank. In scien- 
tific language this is an excellent example of the “negative in- 
stance,” which assists in proving the relationship shown in 
Diagram 19. 

A more detailed statistical analysis of the interaction be- 
tween the New York Reserve Bank and the money market 
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will follow in a later chapter, after a discussion of the bill 
market. 


SUMMARY 

1. The New York money market is the national market for 
surplus funds, the marginal market where supply and de- 
mand meet. 

2. Before the Federal Reserve System the elasticity of the 
money market depended largely on the surplus reserves of 
New York City commercial banks; an additional call for 
funds led to withdrawals of these reserves and a surplus of 
funds increased these reserves. Money rates reflected di- 
rectly the condition of these reserves. 

3. The margin of surplus reserves was often narrow and the 
fear of financial panic because of money stringency was 
never wholly out of mind. 

4. Under the Reserve System the burden of meeting the fluc- 
tuations in the demand for funds has been shifted from the 
member banks to the Reserve Banks, whose resources are 
adequate to meet almost any emergency. 

5. Access of the money market to the Reserve Banks is largely . 
through the member banks, but in part also through the 
markets for bills and government securities. The average 
duration of a loan or investment of the New York Reserve 
Bank is only five days. 

6. Just as the country as a whole is constantly adjusting its 
credit supply to its needs through the New York market, 
so the New York market at times of active use of money is 
daily adjusting the supply to the demand through the 
Reserve Banks. 

7. The presence of the Reserve System gives greater elasticity 
to the supply of funds — and the control of that elasticity is 
the central problem of Federal Reserve policy. 



CHAPTER X 

The Bill Mabket 

O NE of the four money markets described in the precediug 
chapter has a peculiarly intimate connection with the 
Reserve System, and that is the bill market, or the bankers’ 
acceptance market. The bankers’ acceptance, or bankers’ bill, 
or more familiarly the bill, which will be described more fully 
later, is a comparatively new member of the society of credit 
instruments in this country. The bill of exchange was used in 
this country before the Civil War but its use was then prac- 
tically discontinued. The law did not permit national banks 
to “accept” bills, and although a few state banks had this 
authority under state law there was no domestic market for 
this t3^e of instrument. The bankers’ acceptance was there- 
fore an adopted child. It did not grow up from gradual and 
unconscious beginnings as did many of our institutions, but 
was taken over from Europe at the same time that the Federal 
Reserve System was inaugurated. 

The adoption of the bankers’ bUl was a matter of curiously 
tmanimous consent. In the years from 1908 to 1913 banking 
reform was a major topic for congressional investigation and 
many measures were prepared dealing with the subject. Prac- 
tically every one of these measures included some provision for 
establishing in this country a market in which acceptances 
might be bought and sold as they are in the discount market 
in London, tin all the discussions surrounding the considera- 
tion of these biUs and in the debate over the Federal Reserve 
Act, there was hardly a dissenting voice to the proposal for 
establishing a discount market. Hence the Federal Reserve 
legislation granted to national banks in this country the power 
to accept drafts drawn upon them, and state laws were shortly 
amended to follow suit. These accepted drafts were made 
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DUGRAM 20 — DOLLAR VALUE OP BANKERS’ BILLS OUaSTANDING ON DECEMBER 

31 OP EACH TEAR. 

Size of Market. — The growth of the volume of bills drawn 
is shown in Diagram 20 which gives the estimates by the 
American Acceptance Council (composed of banks and deal- 
ers interested in the acceptance market) of the total amount 
of bankers’ bills outstanding at the end of each year. Under 
the stimulus of post-war activity, a volume of business was 
reached in 1919 and 1920 of about one billion dollars. Price 
decreases and recessions in trade in 1921 and 1922 were ac- 
companied by reductions in the amount of bills in the market, 
but following that period recovery was steady and substantial, 
until at the end of 1929 the volume of outstanding dollar ac- 
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ceptances reached its all time peak of about 1% billion dol- 
lars. Then followed the long period of declining prices, dimin- 
ishing trade, and exceedingly cheap money. As a consequence, 
the volume of acceptances diminished steadily and the volume 
outstanding has been under 400 millions since May, ^35. 

The size and progress of the bill market may be visualized 
by comparison with the commercial paper market. The com- 
mercial paper market has been in existence in this country 
for more than sixty years as a well recognized means for com- 
mercial financing. For some time the Federal Reserve Bank 



DIAGHAM 21 — ^DOLLAR VOLUME OP COMMERCIAL PAPER PINANCBD IN THE 
OPEN MARKET AND OUTSTANDING ON DECEMBER 31 OP EACH TEAR. 


of New York has received each month reports on the volume 
of commercial paper outstanding from representative dealers 
who handle a large percentage of the amount of paper sold in 
this country. These figures show a total of nearly 1,300 mil- 
lion dollars of paper outstanding at the highest month in 
1920, a decrease to 334 million dollars by the end of December, 
1929 and to 171 million dollars in December, 1935. Since about 
1924 the amount of financing done through the bill market 
has been substantially larger than the amount carried on 
through the long established commercial paper market. The 
figures for December 31 of each year are shown in Diagram 21. 

Another interesting comparison may be made between the 
size of the bill market in this country and the size of the 
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London bill market, which has been for many years the recog- 
nized center for financing world trade. Before the war it was 
estimated by a number of competent authorities that there 
were currently outstanding through the London market some- 
thiag like 325 million pounds of bankers’ bills, or a little over 
11/2 billion dollars. Since the war the amount of bills in the 
London market has probably been smaller partly due to the 
fact that some transactions formerly financed in sterling are 
now financed in dollars, and perhaps partly due also to the 
large volume of Treasury bills in the market available as a 
form of investment. Mr. D. Spring-Rice of one of the impor- 
tant London discount houses estimated^ that in January, 1923, 
there were about 800 to 900 million dollars of sterling bills 
^outstanding. The volume of dollar acceptances at that time was 
about 600 million dollars. In the “Financial News” (London) 
of January 22, 1934, it was estimated that the amount of ster- 
ling acceptances then stood at slightly over 120 million pounds, 
vor approximately 600 million dollars at the current rate of 
exchange — ^not far different from the dollar acceptance volume 
' at the same time. Since then the volume in this country has 
probably declined more than that in London. 

' Thus, the bill market in the United States has grown to a 
position of importance in the money markets of the world, 
though at the moment of writing special circumstances have 
reduced the volume of bills outstanding. 

Nature of the Bank Bill. — There are few fields of finance 
more deeply buried in technical jargon than the bill market, 
partly because there is hardly any more complicated series of 
transactions than some of those which involve bank accept- 
ances, and also because the instrument itself appears in many 
languages and in many forms. 

The essence of the simplest form of the transaction is that 
a seller of goods wants to get his money before the buyer is 
ready to pay. This is particularly important when buyer and 
seller are many miles apart, and it may be several weeks before 
the buyer receives his goods from the seller. The buyer’s bank, 
however, gives the seller a guaranty of payment on a given 

^ Bankers Magazine, London, March, 1923. 
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date, and this guaranty can be sold. The guaranty takes the 
form of a bill of exchange: a draft drawn by the seller on the 
buyer’s bank, on which the bank has put its stamp “accepted.” 
The accepted draft has a ready sale to banks and others, for 
its goodness and prompt payment are assured both by the 
bank’s guaranty and the self liquidating nature of the under- 
lying transaction. Thus, the seller can get his money in a 
transaction before the buyer is ready to pay. In import and 
export trade, the biU ordinarily covers the length of the voy- 
age plus the usual credit terms of the trade, in all a period 
usually from three to six months. There are many forms of 
bank acceptances and detailed regulations as to their use, but 
they are variations of the form just outlined. A typical accept- 
ance transaction is traced in Diagram 22. 

■Who Uses Bills? — ^As illustrated by Diagram 23, bankers’ 
dollar acceptances until about the middle of 1929 were used 
primarily to finance import and export movements to and from 
the United States, although substantial amounts were also 
drawn against domestic storage of readily marketable staples. 
Drawings representing domestic shipment of goods have never 
been large in comparison with the other types of acceptance 
financing but have remained relatively constant. Starting 
about the middle of 1927 efforts were made to improve the 
American export trade, especially the foreign market for raw 
agricultural products. To assist in the furtherance of this ob- 
ject the Federal Reserve Board hberalized to some extent its 
ruhngs relative to acceptance regulations. The effect of this 
policy was to augment the growing volume of bills financing 
goods stored in or shipped between countries other than the 
United States. By December of 1930 this t3q)e of business 
alone reached a peak of about $660,000,000, forming about 
36 per cent of the total dollar acceptances outstanding. By 
1935 the amount of these bills was considerably reduced, but 
they still constituted 21 per cent of the total. Comment will 
be made later as to the character of these bills. 

A detailed classification by commodities of all the bills pur- 
chased by the Reserve Banks in the year 1926 (exclusive of 
those acquired under repurchase agreement), as shown in Dia- 
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gram 24, enables us to say still more precisely how bills have 
been used to finance trade. These bills purchased by the Re- 
serve Banks may be considered as representative of all the 
bills outstanding. The analysis shows that more than one- third 
of these acceptances were drawn to finance the movement or 


COTTON 
SUGAR 
COFFEE 
SILK 
GRAINS 
RUBBER 
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DIAGRAM 24 — ^PABM PEODUCTS RANK. HIGH IN THE LIST OB’ COMMODITIES 
THE MOVEMENT OR STORAGE OP -WHICH -WAS FINANCED THROUGH BILLS 
PURCHASED OUTRIGHT BT THE RESERVE BANKS DURING 1926. 


storage of American farm products. A large part of the total 
was drawn to finance the movement or storage of a single 
commodity — cotton; the second largest commodity was sugar; 
then came bills to finance coffee, silk, and grains. 

Similar analyses were made for later years but were con- 
fined to bills purchased by the Federal Reserve Bank of New 
York for the System. Again cotton bills predominated, fol- 
lowed in order of importance by drawings against sugar, grain, 
coffee, iron and steel, and silk. The general list of uses is not 
greatly changed. 
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The type of transaction financed through the bill market is 
in large measure different from the trade activity financed 
through the commercial paper market. As contrasted with 
the facts just cited and the figures shown in Diagram 24, it is 
estimated by the National Credit Office that about one-third 
of the concerns using commercial paper are in the textile in- 
dustries, while the next largest groups deal in foodstuffs, met- 
als, and leather. These divisions have shown little change for a 
number of years. Generally speaking the commercial paper 
market finances domestic manufacture and trade, whereas the 
bill market finances more largely the storage and movement 
of raw materials and foodstuffs, particularly in foreign trade. 
Commercial paper is issued against the general credit of the 
concerns using the market, whereas each bankers’ acceptance, 
except bills drawn to provide doUar exchange, represents the 
storage or transit of specific articles of agriculture, commerce, 
or industry. 

From these differences in type of financing there arise cer- 
tain interesting differences in the activity of the two markets. 
Financing in the commercial-paper market is rather evenly 
distributed throughout the year but tends to be most active 
in the spring or early fall, when spring and fall trade are most 
active. On the other hand, the bill market is highly seasonal ' 
and experiences its largest volume of financing in the late fall 
and winter, when the movement and storage of crops is larg- 
est, and when the largest exportation of cotton is under way. 

Service to Trade. — The most direct and obvious effect of ’ 
the establishment of a bill market in this country has been its 
benefit to those who deal in the commodities listed in Diar’ 
gram 24. 

Domestic transactions now handled through the bill market 
were previously financed largely by direct loans at banks, 
frequently with some difficulty and at higher rates. Through 
the bill market cooperative marketing associations and cotton 
and grain dealers are able to tap more readily the supplies of 
funds in the central money markets. 

For example, the New County Farmers’ Association desires 
to hold 2,000 bales of cotton in storage temporarily, to assure 
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its orderly marketing but requires immediate funds for its 
members. In the early fall when demands for funds for picking 
and transportation are heavy, the local New County banks 
may not be in a position to make the required loans on the 
cotton, even at high rates. If the cotton is stored in warehouses 
independent of the borrower, acceptance credit secured by the 
cotton can be obtained from one or more well-known accept- 
ing banks. The association draws drafts on these banks pay- 
able in ninety days and takes them to the banks, together 
with the warehouse receipts. The banks hold the receipts and 
write “accepted” across the face of the drafts which are then 
returned to the association. The banks thus become liable for 
the amounts of the drafts and hold as security the warehouse 
receipts. For their service and the loan of their credit the ac- 
cepting bank ordinarily charges 1% per cent per annum. The 
Association holds the accepted drafts, which may be sold read- 
ily in the nearest money center at a discount equal to the low- 
est current rate for money. Thus the Association obtains for 
its members the immediate use of funds at low rates. Without 
the bankers’ acceptance the funds would ordinarily be more 
expensive and might often be difficult to secure. The accept- 
ance is a means of breaking down in some degree the barriers 
between country districts and central money markets. 

The central money markets thus share with the local bank 
•the financing of agricultm-e. The planting and "harvesting of 
•the crop are financed by local banks which in turn lean upon 
the regional Federal Reserve Banks. The storage of the crop, 
and its movement to market, may be financed through accept- 
ances by the central money markets, which in their turn lean 
upon the regional Federal Reserve Banks. 

•/ For the American exporter or importer the bill market is 
a great convenience. Formerly it was usually necessary in 
financing exports and imports to make arrangements to draw 
drafts on some English or continental bank. The trader had 
to take the risk of loss on fliuctuations in sterling exchange, or 
else incur the expense of buying forward cover. The European 
bank collected the commission and discount. It is now possible 
to carry forward ilie whole transaction with an American 
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bank. There is no risk of exchange and the American bank 
earns the commission and discount formerly collected by oth- 
ers. In addition the holder of surplus funds is enabled to ob- 
tain an investment of almost complete safety and liquidity. 

Depression Test of Bills. — The depression put to a severe 
test the goodness of the bankers’ acceptance. At a time when 
large losses were being taken on aU forms of loans and invest- 
ments the question was whether the acceptance, an instrument 
designed to secure the maximum of safety by reason of the 
self-hquidating character of the underlying transaction, would 
prove sound. Generally speaking the results were very satis- 
factory and the losses to accepting banks were almost neg- 
hgible with one important exception, the so-called “standstill” 
bills, about which something should be said. 

Early in 1931, economic conditions abroad, particularly in 
Germany, Austria, and Hungary, became increasingly pre- 
carious and bankers the world over withdrew credit from these 
countries. Indeed, by early summer of 1931 withdrawals had 
reached such proportions that the ordinary financial mech- 
anism for international payments broke down. The gold and 
foreign exchange reserves of the banks of issue of those coun- 
tries were at the point of exhaustion and foreign obligations 
could no longer be met when they matured. As a result there 
were devised the so-called Standstill Agreements of which that 
with Germany was the most important, and more or less 
typical of the Austrian and Hungarian agreements. The pur- 
pose of these agreements was to provide for the orderly and 
gradual liquidation of credits to those countries without dis- 
rupting their overseas trade or depreciating too severely the 
international value of their currencies. Under these arrange- 
ments foreign creditors agreed under certain conditions to pro- 
vide for the continuation of the then existing amounts of 
certain classes of short-term credit to their customers abroad, 

•' chiefly banks. These banks in turn, while remaining primarily 
liable, placed these credits at the disposal of their commercial 
and industrial customers. 

The scrutiny to which these Standstill credits became sub- 
jected revealed the fact that owing largely to price declines 
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and decreases in the volume of foreign trade, some part of the 
bills drawn under them was open to criticism as being in 
reality finance paper; that is, constituting in effect loans to 
provide working capital without relation to any specific under- 
lying commercial transaction the proceeds of which could be 
expected to liquidate the bill at maturity. Losses to accepting 
banks on this score, however, particularly in Germany and 
Austria, have been almost negligible, for as a rule the foreign 
debtor has been able to meet his obligations at maturity in 
his own currency. What losses have developed have been due 
almost wholly to the difficulty of getting funds out of the 
central European countries under existing exchange regula- 
tions. The character of bills drawn was important principally 
for its effect on the total volume of such obligations of these 
countries, which proved excessive. 

In midsummer of 1931, the aggregate doUar acceptance 
credit extended under Standstill Agreements to Germany, 
Austria, and Hungary was about 460 million dollars. These 
credit lines had been gradually reduced to approximately 150 
million dollars, as of December, 1935. Actual use, although 
subject to fluctuation, has been somewhat less than the max- 
imum possible under the agreements. Liquidation has been 
brought about in accordance with the terms of the Standstill 
Agreements, i. e., by cancellation of portions of credit lines, 
payments in dollars, and payments in currencies of the debtor 
countries. Payment was facilitated by devaluation of the 
dollar. While no precise figures are available, the fact that the 
debtors’ currencies referred to, usually of a “blocked” or re- 
stricted character, in most cases could only be converted into 
currency of the creditors at varying rates of discount caused 
creditors to suffer a substantial loss though it is safe to say 
that the loss has been much smaller than was at first antici- 
pated. The loss in each case has fallen on the accepting bank 
and not on an investor holding an acceptance. It appears still 
to be true that no investor in a bankers’ acceptance drawn m 
dollars has taken a loss in principal. 

’ Who Buys Bills? — ^The advantage of the bankers’ accept- 
ance to the business man or farmer whose transaction is 
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financed is perhaps more obvious than the advantage to the 
buyer of bills. Why should anyone buy bills yielding less than 
could be obtained from commercial paper or stock exchange 
call money? Part of the answer may be found in an inspection 
of the safety and convenience with which funds may be em- 
ployed in the different short-term money markets. 

We now have in this country, as was indicated in Chap- 
ter IX, four markets in which surplus funds may be employed 
for short periods: 

1. Stock exchange money market. 

2. Commercial paper market. 

3. Short-term government security market. 

4. Bill market. 

The first two of these markets have been here for many 
years; the latter two are of relatively more recent develop- 
ment. Generally the rates in the first two of these markets 
are near together and from % per cent to 1 per cent above the 
rates in the third and fourth. The short-term government' 
market and the bill market justify low rates in two particu- 
lars. First, they offer unusual security: in one the obligation; 
is that of the government; in the other the obligation is that 
of a bank of recognized standing. Second, funds placed in 
either of these markets may be withdrawn at any time by the 
sale of the instrument to a dealer, or, under certain conditions, 
to a Federal Reserve Bank. Both are “two-way” markets in 
the sense that government obligations and acceptances can be 
sold to the market as weU as bought. This is in contrast with 
commercial paper, which ordinarily must be held until ma- 
turity, unless it is rediscounted by a commercial bank at a 
Reserve Bank. The call money market is in effect a “two-i 
way” market because funds placed in it can usually be with- 
drawn readily, but call loans cannot be sold to the Reserve 
Banks or rediscounted with them, except possibly under the 
new provisions for advances to banks on ineligible paper. 

Short-term government securities and acceptances carry 
low rates because of their practically complete security and 
liquidity. They have proved acceptable investments for those 
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who have funds to employ for limited or uncertain periods and 
wish the maximum safety and availability. 

Some time ago an inquiry was made by the New York Re- 
serve Bank to ascertain just who the buyers of acceptances 
were, other than such well-known buyers as city and country 

RATE 
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DIAGRAM 25 — OPEN-MARKET RATES FOR BILLS AVERAGE ABOUT ONE PER 
CENT UNDER COMMERCIAL-PAPER RATES AND ARE CLOSE TO THE RATES ON 
SHORT-TERM GOVERNMENT SECURITIES. 

banks, savings banks, and insurance companies. Among the 
buyers mentioned by discount houses were the following: 

Salt, iron, and petroleum companies in California. 

A creamery and a telephone company in Colorado. 

A hospital and various manufacturing plants in Connecticut. 
Cotton mills in Georgia. 

Many concerns in Illinois, ranging from publishing houses to manu- 
facturers of screen doors. 

A lumber mill in Indiana. 

Elevators and milling companies in Kansas. 

Manufacturing concerns and municipal finance boards in Maine. 

An athletic club in Maryland. 

A linseed company in Minnesota. 
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Coke and chemical concerns in Missouri. 

Butchers, laundrymen, and a boys’ club in New York. 

A varied range of buyers from steel companies to sanitariums in 
North Carolina. 

A coal miners’ mutual association in Pennsylvania. 

A Utah candy company. 

Texas cotton companies. 

A feed store in West Virginia. 

A dairy farm in Wisconsin. 

Also, scattered throughout the country, trustees of Protestant 
churches, bishops of Roman Catholic dioceses, the Salvation 
Army, colleges large and small, lodges of Elks, and other fraternal 
and welfare organizations. 

Also, very large purchases of bills by foreign governments and by 
foreign banks having branches in this country, many foreign 
banks in cities as widely separated as Constantinople and Tokyo, 
as well as many individuals in England, Switzerland, Holland, 
and other foreign countries. 

Under depression conditions, the very low rates at which 
bills have been sold have limited the market and the list of 
buyers would be much shorter. These conditions however are 
presumably temporary. 

Place of the Reserve Banks. — The list of buyers of bills is 
not complete without including the Federal Reserve Banks, 
for these banks usually hold considerable portfolios of bills 
and at certajn times in the past have held as much as half of 
the bills outstanding in this country, though at times of very 
easy money conditions holdings have been negligible. The 
method by which large holdings were acquired and the results 
of their purchase constitute a little understood but interesting 
phase of money market operations. 

Over a period of years, from one-third to one-half of the 
biUs held by the Reserve Banks (including bills under contract 
of the seller to repurchase) have been purchased from houses 
which deal in bills; and the remaining bills have been pur- 
chased from banks. If bills purchased under repurchase agree- 
ment are excluded, not far from three-quarters of all bills held 
have been purchased from banks. It may be well to discuss 
first purchases from dealers because those purchases make 
possible the continued existence of a bill market. 
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As will be seen from an examination of how the market 
works, the bill market could not exist without the Federal 
Reserve Banks, just as the bill market in London could not 
exist without the Bank of England. The biU market is depend- 
ent upon the existence of dealers who stand always ready to 
buy and sell bills and who carry an assortment of bills on 
their shelves, just as a grocery store carries groceries. But 
bills are expensive commodities to keep on one’s shelves. Ordi- 
nary capital funds cannot be invested largely in securities 
which yield 3 or 4 per cent or less; the biU dealer to carry his 
stock in trade requires a constant supply of borrowed money 
at low rates. 

The practice is for the dealer to borrow from day to day in 
the money market most of the money with which he carries 
his stock. Ordinarily, the bill dealer can obtain call money at 
a rate about % to 14 per cent under the quoted market rate 
for call money because of the type of security he offers. But 
there are often times in the money market when money is not 
available at low enough rates; at these times the dealer needs 
some place of refuge where he may obtain funds to tide him 
over the temporary period of stringency. The Federal Reserve 
Banks furnish that place, for they stand ready to buy bank- 
ers’ acceptances at their current buying rates. Though differ- 
ing in detail, the practice of the Reserve Banks in this r^ard 
is similar in principle, to the practice of the Bank of England, 
which stands ready to buy bills from the London bill dealers 
at its current discount rates. 

In addition to the unconditional purchase of biUs from deal- 
ers, the Reserve Banks at times buy bills from them under 
repurchase agreement, or “sales contract,” by which the dealer 
agrees to repurchase the bills within fifteen days. This ar- 
rangement is the same as that made from time to time with 
dealers in government securities, mentioned in Chapter VII. 

The majority of bills purchased outright by Reserve Banks 
’ are purchased from banks, and here again the initiative is 
, taken by the sellers. The Reserve Banks stand ready to buy 
bills at their current buying rates from banks as weU as deal- 
ers, but do not ordinarily go into the market offering to pur- 
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chase bills for their own account. It is the policy of Reserve 
Banks to buy only bills which bear satisfactory banking in- 
dorsement, in other words, three name paper. Furthermore 
either the acceptor or indorser must be an American bank. 
Likewise as a matter of practice the Reserve Banks never sell 
bills from their portfolios, but hold them until maturity.® 

The sale of bills to the Reserve Banks is a convenient way 
for banks to adjust their reserve positions. Reserve Banks 
as a matter of pohcy do not buy directly from an accepting 
bank the latter’s own bills. If a bank has been losing fimds 
through currency withdrawals, out-of-town transfers, or any 
other withdrawal of deposits, it may restore its reserve position 
quickly by selling with its endorsement to its Reserve Bank 
bills which it has previously purchased in the market. The 
bank thus obtains reserve funds without becoming a direct 
borrower from the Reserve Bank. Many banks keep port- 
folios of bills primarily because they offer so convenient a 
means for adjusting their reserve positions. It is through 
transactions of these sorts that the bill portfolios of the Re- 
serve Banks are principally built up. 

Reserve Banks, as a rule, when accepting offerings of bills 
for theh own account only take “seasoned” bills, that is biUs 
which have been held in the market for some time and which 
as a consequence are approaching maturity. This avoids dump- 
ing of newly accepted paper on the Reserve Banks where it 
would be held until maturity, for as has been said. Reserve 
Banks do not sell bills. The maturity of the bill holdings is 
reported each week in the press statement. The report for 
December 30, 1931, shows, for example, the following figures 
for the amounts maturing within specified numbers of days. 
This illustration may be taken as tsrpical during normal 
money market periods. 

“The Beserve Banks for some time have purchased abroad through corre- 
spondent central banks small amounts of foreign currency bills of the same 
type as the dollar bills purchased in our own market, and more substantial 
amounts at certain times in connection with credits for foreign central banks. 
Beserve Banks also occasionally purchase with banking indorsements trade 
bills, i. e., commercial bills of exchange, the acceptors of which are not bankers 
but merchants of approved credit standing. The purchase rate for such paper 
is somewhat higher than for prime bankers^ acceptances. 
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Bills maturing within 15 days $192,000,000 58.7% 

Bills maturing in 16 to 30 days 64,000,000 19.6 

Bills maturing in 31 to 60 days 51,000,000 15.6 

Bills maturing in 61 to 90 days 19 , 000 , 000. 5 . 8 

Bills maturing in 91 days to 6 months 1 , 000 , 000 0 . 3 


Total holdings $327,000,000 100.0% 


The portfolio of bills held by the Reserve Banks thus tends 
to be made up largely of short biUs, and the whole portfolio 
turns over rapidly. 

Results to Money Market. — ^When the establishment of a 
discount market in this country was discussed prior to the 
passage of the Federal Reserve Act, the convenience which 
such a market might offer to trade and to the investor was 
emphasized. But even greater emphasis was laid on the re- 
forms in the money market which a discount market might 
be expected to bring about. The hope was expressed by some 
that the development of a discount market might reduce the 
flow of liquid funds into the stock exchange money market 
and diminish the extent of speculative activity. No such de- 
velopment took place. The bill market has grown up beside 
the call market without revolutionizing the character of the 
older market'. Rates for stock exchange money are in general 
somewhat steadier than they were, and the supply of funds 
is perhaps somewhat less volatile, but this market continues 
as in the past to be a large field for the employment of liquid 
and surplus funds. Perhaps the principal change in these mar- 
ket relationships has been a tendency for commercial credit 
to be a little cheaper and credit for the security markets to be 
a little dearer than before, as will be discussed more fully 
later. 

■ It is conceivable that gradual changes in practice and larger 
experience with the bill market may in time lead to a much 
larger volume of bills and a larger flow of funds into that 
market as compared with the stock exchange money market, 
particularly as the amount of margin trading may be reduced 
by its regulation under the Securities Exchange Act of 1934. 
But on the basis of the experience up to this time the prin- 
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cipal changes in the money market, which may be ascribed 
to the influence of the bill market, are in two other directions. . 

In the first place, the bill market provides a medium by^ 
means of which additional Federal Reserve credit is obtained 
in timft of temporary money strain and returned when the 
strain is passed. If the money market incurs a loss of funds 
so that bank reserves are impaired, the banks promptly sell 
bills to the market or to the Reserve Banks. If the dealers 



DIAGRAM 26 — HOLDINGS BT THE RESERVE BANKS OF BILLS BOUGHT IN THE 
OPEN MARKET REFLECT SEASONAL TRADE ACTIVITT AND CHANGES IN CREDIT 
CONDITIONS. 


find funds difficult to obtain at reasonable rates, they sell biUs 
to the Reserve Banks either outright or under repurchase 
agreement. Reserve Bank credit is thus drawn into the market 
and eases the strain. As soon as the situation is relieved the 
portfolios of the Reserve Banks decline, as maturities each day 
exceed new offerings, and the dealers take back bills sold under 
repurchase agreement, since they can again find money else- 
where at cheaper rates to carry their portfolios. 

The way in which the bill holdings of the Reserve Banks 
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respond to changing trade and credit conditions is illustrated 
by Diagram 26, which shows the System’s holdings of bills 
during recent years in comparison with the total volume of 
bills outstanding. Every fall when trade calls for the largest 
use of credit and currency, the amount of bills in the market 
increases and bill holdings of the Reserve Banks tend to in- 
crease. After the turn of the year they decrease. In periods 
/of easy money, as in 1933, 1934, and 1935, Reserve Bank 
holdings are small, and in periods of firmer money they in- 
crease. Through the biU market Federal Reserve funds flow 
into the market or out of it without as much pressure on the 
market as is involved in direct borrowing by member banks. 

It is worthy of note in passing that m periods of extremely 
easy money the tendency is for accepting banks to discount 
and hold in portfolio their own acceptances. Since March, 
1933, their own acceptances held by accepting banks have 
ranged from about 30 per cent to 45 per cent of the total 
outstanding. It should also be noted that acceptances held 
in this way are a less liquid instrument than acceptances of 
other banks, because they cannot be sold directly to the Re- 
serve Banks. 

A second consequence of the presence of the bill market 
is that it facihtates a freer flow of funds and closer relations 
between this country and foreign money centers. Foreign 
bankers are accustomed to buying bills, not only in their own 
markets but in foreign markets as well, where bills offer val- 
uable employment for the foreign exchange reserves which 
they must constantly maintain abroad. In past years many 
foreign banks have established agencies here and large 
amounts of foreign money have been invested here in bills. 

The presence of the bill market improves the mechanism 
for the free movement of funds and adjustment of the ex- 
change between our own and other countries, though the 
events of recent years have for the time being imposed on 
movements of this sort the barrier of lack of confidence be- 
tween countries. The use of dollar bills in financing trade 
with other nations has broadened the market for dollar ex- 
change in foreign centers, it has increased the contacts be- 
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tween our own and foreign banks, and brought our banks 
considerable business. 

As to the Future. — ^The development of the bill market in 
this country is far from complete. There are domestic trans-' 
actions which in normal times might be financed through the 
bill market more advantageously than by the methods now 
employed. The limitation is principally lack of knowledge 
of the bankers’ acceptance and the persistence of old habits. 

The market for bills in this country has at times been 
rather narrower and more dependent upon the Federal Re- 
serve Banks than could be desired. No small proportion of 
the purchase of bills in the New York market has usually 
been for foreign account in employing the large balances 
maintained here by foreign banks, corporations, and indi- 
viduals. While domestic buyers of bills cover a wide range 
of concerns and individuals, the market would often have been 
narrow if it had not been for the buying for foreign account. 
In marked contrast with the practice of British banks which 
carry large amounts as a secondary reserve, there are com- 
paratively few American banks which carry large bill port- 
folios. A part of this difference is due to the fact that bills, 
or money lent to bill dealers, constitute the principal means 
by which British banks replenish their reserves. The bills 
can always b© allowed to mature or the money called. The 
British banks do not borrow directly from the Bank of Eng- 
land. In this country, on the other hand, the member banks 
borrow directly from the Reserve Banks with some freedom. 
American banks, therefore, do not have the same incentive 
for bu3dng bills as do the British banks. 

Moreover, in this country, the bill market is in continuous 
competition for funds with the stock exchange money market, 
which offers almost as much liquidity, usually a somewhat 
higher rate, and perhaps somewhat greater facility in han- 
dling, because it is easier to check over stock exchange col- 
lateral offered as security for a loan than a bundle of bankers’ 
acceptances of odd amounts coming from the four corners 
of the earth. The short-term government security has been 
another important competitor with the bill market for funds. 
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Furthermore, there has until recently been no such supply 
of surplus money in this market available at a low rate for 
use of the bill dealers as there usually is in London. Here, 
under what have been considered normal conditions, surplus 
money has tended to flow back promptly to the Reserve 
Banks, since some banks have almost always been in debt at 
the Reserve Banks and anxious to repay the debt. 

For these various reasons the bill market has at times been 
so dependent upon the Reserve Banks as to interfere some- 
what with the execution of Federal Reserve policy. For at 
times the necessary support of the bill market has called into 
use a somewhat larger amount of Federal Reserve money than 
otherwise seemed desirable. This may be illustrated by the 
experience of the Reserve System in the autumn of 1928. In 
order to combat a tendency towards over-expansion of credit 
for speculative use the Reserve Banks had in the early months 
of that year increased their discount rates by successive steps, 
and through the sale of government securities had forced the 
banks to be large borrowers from the Reserve System. The 
pressure of heavy borrowing at relatively high rates led the 
banks to consider with care every further extension of loans 
and thus maintained a desirable pressure upon speculative 
tendencies. 

During this period it was desired by all that e^ential busi- 
ness enterprise and particularly agriculture and foreign trade 
should receive their requisite supply of credit. For that rea- 
son it seemed important to give the bill market support, and 
as usual the Reserve Banks stood ready to buy bankers’ ac- 
ceptances at current buying rates, somewhat under the dis- 
count rate. But, with the biU window freely open, banks and 
dealers brought large amounts of bflls to the Reserve Banks, 
with the consequence that enough reserve money was thus 
put into use to enable the banks to repay some of their bor- 
rowings at the Reserve Banks. This action tended to ease 
somewhat the pressure upon the speculative situation. The 
Reserve System found itself in a most diBBcult dilemma. It 
could not keep money freely available for business through 
the acceptance market without defeating somewhat its policy 
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of maintaining pressure upon speculative tendencies. IVom 
the point of view of hindsight it would perhaps have been 
better for the Reserve System to have purchased bills less 
freely and maintained the maximum pressure.® 

This kind of situation indicates the importance in the fu- 
ture of gradually building up the bill market to a position of 
greater strength and independence from the Reserve System, 
though the dilemma which the Reserve System faced at that 
time is one which can never be wholly avoided. Prom a long 
range point of view it is desirable that the bill market be so 
firmly established that the rate at which the Reserve Banks 
will buy bills may be more of a penalty rate, which can only 
be possible if the money market banks give more vigorous 
support to the biE market. This in turn is hardly a problem 
in philanthropy but is one which may be considerably influ- 
enced by the general rate structure of the Reserve System. 
If it were possible, for example, to maintain the discount rate 
at a higher level relative to the market, the banks might 
find it more desirable to maintain large portfolios of bankers’ 
acceptances as the cheapest means for obtaining Federal Re- 
serve funds in times of need. Money market conditions have 
been so altered by the huge excess of reserve funds at the 
time this book is being revised, and future money market 
relationships, are so uncertain, that this problem may simply 
be classified as one for later consideration. 

The present small volume of bankers’ acceptances outstand- 
ing might perhaps lead some to the conclusion that this 
credit instrument after a twenty year trial in this country 
has been found wanting and was likely to pass into disuse. 
That conclusion is at least premature. The decline in volume 
of bills from $1,700,000,000 to less than $400,000,000 is due to 
specific causes including a reduction of two-thirds in world 
trade, a severe decline in commodity prices, and an abnormal 
money situation which has converted into the form of direct 
loans considerable amounts of credit formerly extended 
through the bill market. With the gradual return of more 

‘ Thia question was discussed by the writer at the time in an address before 
the American Acceptance Coimcil, published in the Acceptance Bulletin of the 
American Acceptance Council of December, 192S. 
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nearly normal conditions there is every reason to suppose that 
the bill market wiE be restored to something of its former 
position. 


STIMMAKY 

1. Since the establishment of the Federal Reserve System, a 
new money market, the bEl market, has grown up in this 
country and is now larger than the commercial-paper 
market. 

' 2. The bankers’ bEl provides a means by which, through the 
use of bank credit, the seller of goods may receive immedi- 
ate payment for goods shipped before the buyer has re- 
ceived or paid for the goods. 

3. More than one-third of the bills drawn in this country are 
drawn to finance the storage or movement of American 
farm products. 

4. The bankers’ biE enables the farmer to tap central money- 
market funds to store or move his harvested crops. It 
makes credit available at lower rates. It provides exporters 
and importers convenient means of financing their transac- 
tions. 

5. The bankers’ biU is a form of investment of almost com- 
plete safety and liquidity and despite low rates is there- 
fore attractive for the employment of temporarily sur- 
plus funds. 

6. By standing ready to buy biEs at currently established 
rates the Reserve Banks support the bill market. 

7. The bEl market provides a medium by which additional 
Federal Reserve funds are put into the market at times of 
strain, and withdrawn at times of ease. 

8. The presence of an American bill market encourages a 
freer flow of funds between this and other countries and 
aids in making the money market international in scope. 

9. The dependence of the bEl market on the Reserve Banks 
at times when a restrictive credit policy was desirable has 
on occasions constituted something of a problem. In the 
long run greater independence of the bill market is de- 
sirable. 



CHAPTER XI 


Bank Reserves as a Key to Money Market Changes 

T raditionally, the money market is thought of as 
an aggregation of a number of markets where liquid 
funds are employed in the purchase of short-term securities, 
or in advances against stock and bond collateral; in fact the 
structure of the money market was described in these terms 
in Chapters IX and X. In this chapter an entirely different 
approach is suggested and attention is devoted to an analysis 
of the movement of the reserves of New York City banks. 
The reason for this procedure is not obvious on its face. The 
total amount of funds of every character employed in the 
New York market is difficult to estimate, but has probably 
mounted as high as 8 to 10 billion dollars, whereas the re- 
serves of New York City banks at the peak in 1929 were but 
982 million dollars. But the significant fact is that practically 
every movement of consequence in the whole money market 
is reflected either in the reserves of individual city banks or in 
the aggregate, of the reserves of all. This is because bank re- 
serves are not static but are clearing funds through which 
are settled the transactions which each bank has with all 
other banks. 

Reserves Reveal Changes. — ^Practically no money market 
transactions are carried on with currency or coin; the banks 
and others keep small amounts of currency for uses quite 
apart from the money market such as the payment of wages 
and pocket money; but money-market business is transacted 
by checks which are drawn on bank deposits which in their 
turn are supported by bank reserves. When, for example, Wil- 
liam Smith buys securities from Peter Jones he gives him a 
check on Bank A. Peter Jones deposits the check in Bank B, 
and unless there are offsetting transactions Bank A has to 
pay Bank B in the clearing house settlements next morning. 
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Without other transactions this means a transfer of funds 
from the reserve account of Bank A in the Reserve Bank to 
the reserve account of Bank B, without any change in total 
deposits. If Smith has to borrow from his bank to buy the 
securities, the total of loans and hence of deposits, is increased 
and bank reserves must be increased to meet legal require- 
ments, unless there is a corresponding liquidation of some 
other loan with corresponding deposit reductions. The net of 
all such transactions is reflected in the required and actual 
amounts of bank reserves. Gold movements, currency drawn 
into or returned from circulation, movements of funds to and 
from the interior — aU these are reflected in bank reserves. 

The New York Federal Reserve Bank is in an advantageous 
position to observe the movements of the money market as 
reflected in bank reserves, for practically aU the large New 
York City banks are members of the Federal Reserve System 
and carry their reserves with the Reserve Bank. Thus it holds 
nearly aU the ultimate bank reserves which are back of the 
credit used by the New York money market. The Bank is 
thus, in a sense, bookkeeper for the New York money market. 

Taking advantage of this unusual opportunity the New 
York Reserve Bank began more than ten years ago a study 
of money market movements as they found their reflection in 
the reserve accounts of the New York City banks. The result 
has been to set up a current analysis of changes in reserves 
which shows the oflB.cers of the bank, daily and even hourly 
the principal movements of funds in the money market. In 
1930 this general method of analysis, which may be thought 
of as a reserve-accounting method was applied to the weekly 
bank statement published by the Federal Reserve System, and 
a separate table included showing changes in the amount of 
Reserve Bank credit outstanding and in related items.^ 

^TLis approacli was described by the writer in an article in the Harvard 
Review of Economic Statistics January, 1926, entitled “An Analysis of Changes 
in the Money Market,” which formed the basis for this chapter. A full dis- 
cussion of the method as applied on a national basis may be found in Winfield 
Riefler, Money Rates and Markets in the United States, Harpers, New York, 
1930. See also articles on “Change in Form of Weekly Statement of Condition 
of Federal Reserve Banks” in the Federal Reserve Bulletin Jime, 1930, on 
page 341, and on “Supply and TJse of Member Bank Reserve Funds” July, 
1935, p. 419, available in reprint form. 
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The starting point in any study of reserves, from this ap- 
proach, is the relation between actual bank reserves and the 
legal requirements as set forth in Chapter III. 

Diagram, 27 illustrates for a typical period of two months 
the movement of reserves of New York banks compared with 
requirements.^ The line which consists of a series of plateaus 
represents the reserve requirements of twenty-three of the 
largest New York City banks, which deal most largely in 
money-market funds. Under the Federal Reserve regulations 
as to reserves which prevailed until January, 1928, the banks 
computed their required reserves each week for the period 
from Saturday through Friday. For this period the New York 
City banks were required to maintain average reserves equal 
to 13 per cent of their average daily net demand deposits, plus 
3 per cent of their average daily time deposits. The line for 
required reserves is, therefore, a straight line for the week, 
running from Saturday to Friday. 

The fluctuating line on the diagram shows the average daily 
reserves actually carried from the beginning of the reserve 
week. The figure for Wednesday, for example, is the average 
reserve for five days from Saturday through Wednesday. The 
average on Friday must, in compliance with law, be as high 
as the figure for required reserves. It will be noted on the 
diagram that this is what actually occurred at the end of 
each week: the average line is a little above the requirements 
line. Banks planned to use their funds to the maxunum and 
hence there was seldom any large excess of reserves above 
requirements at the end of the week. 

Diagram 27 brings out an important fact about movements 
of bank reserves: that reserve requirements change slowly 
and move within a comparatively narrow range, for being only 
a percentage of deposits they change by smaller amounts than 

* For this and later illustrations the same year is used as in the earlier edi- 
tion of this book, partly to avoid the distortion of abnormal surplus reserves 
of recent years and partly to go back to a period when the reserves were 
computed once a week rather than twice a week as at present. The once a 
week adjustment accentuated the swings, and figures for that period magnify 
the relationships in which the student is interested and make them easier to 
observe. One of the objects of shortening the reserve computation period was 
to damp down these swings. 
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deposits themselves. There is a much larger fluctuation in 
actual or average reserves which reflect directly the move- 
ment of deposits. 

Reserves and Money Rates. — The intimate relation be- 
tween bank reserves and money market conditions may be 
illustrated by a comparison of the day-to-day movement of 
reserves and the call-loan rate, which is usually the most sen- 



DIAGRAM 27 — ^AVERAGE RESERVES OF 23 NEW YORK CITY BANKS COMPARED 
WITH RESERVE REQUIREMENTS. 


sitive index of money market conditions. Such a comparison 
is made in Diagram 28. The figures for reserves are here shown 
in terms of accumulative excesses above or deficiencies below 
requirements. For example, if actual reserves were 10 mil- 
hons below requirements for three successive days, it is shown 
as a total deficit of 30 millions. To put it another way, the 
diagram shows how much had to be added to reserves or sub- 
tracted from reserves on any one day to bring average re- 
serves exactly to the required amount. 

It is clear from the diagram that call rates and bank re- 
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serves showed an inverse relationship. When accumulated re- 
serves for the week were helow requirements call money rates 
tended to be high, and when accumulated reserves were above 
requirements call money rates tended to be low. 

There is nothing mysterious or remarkable about this close 
relationship between rates and reserves, if one thinks of what 
actually happens in the banks concerned. In each of the large 
New York City banks there is some person who is responsible 



DIAGRAM 28 — ^DAILT ACCUMULATED EXCESS OR DEFICIT IN RESERVES OF 23 
NEW YORK CITY BANKS AND THE CLOSING CALL-LOAN RATE. 


for maintaining the bank’s reserve position. To his desk flows 
a stream of current information as to any important changes 
in the bank’s reserves, its deposits, or its loans. It is he who 
handles the bank’s most flexible funds, which are employed 
mostly in call loans, holdings of bankers’ acceptances, and 
Treasury notes and bills. If this officer flnds on a certain morn- 
ing that his average reserves for the week to date are below 
requirements he looks about for a means of building up these 
reserves. The call-loan market at the time of our illustration 
yrBS the principal market through which reserve adjustments 
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took place, and so it was a natural thing for this ojficer, after 
consultation with other officers of the bank, to call enough 
loans in the stock exchange money market to bring in the 
funds required. If other banks were in a similar position, it is 
clear that the result was to raise the rate for stock exchange 
money, and make money “firmer.” Conversely, when bank re- 
serves were above requirements, funds were placed on the mar- 
ket and rates declined; money was “easier.” 

There are other methods of adjusting reserves besides the 
shifting of funds to and from the call market. Maturing loans 
may or may not be replaced, acceptances, United States se- 
cxirities, or other securities, may be bought or sold, or paper 
may be rediscounted at the Reserve Bank. The practices of 
different banks in adjusting their reserves are different. Some 
banks customarily adjust reserves by rediscounting paper at 
the Reserve Bank; others sell bills in the market or to the 
Reserve Bank, but there are still enougfiWho operate largely 
through the call loan market so that any general shortage of 
reserves affecting many banks (and shortages travel the round 
of the banks rapidly) wiU almost surely be reflected in higher 
call rates, in “firmer” money conditions. Moreover, even when 
a bank adjusts its reserves by borrowing from the ^Reserve 
Bank, its efforts to secure funds to pay off this loan usually 
place pressure directly or indirectly on the call loan money 
market. 

Thus the reserve position of the New York City banks is 
a prime factor in determining the day-to-day movement of 
money rates. It is the balance sheet of requirements and re- 
serves on the desk of the operating official of the New York 
City bank which is the most significant set of facts with re- 
gard to money market changes. If one could set up a balance 
sheet for the banks in New York City as a whole, which 
would be simply a summary of the balance sheets on the desks 
of the executives in the principal banks, one would know from 
hour to hour and from day to day the principal forces which 
were moving in the money market. 

A Reserve Balance Sheet. — ^In the Federal Reserve Bank 
of New York an attempt was made in December, 1924, to 
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set up just such a balance sheet which might indicate what 
was going on in the money market. The basis of the balance 
sheet was the figures illustrated by Diagram 27 for the actual 
and required reserves of banks. Figures for actual reserves 
were taken from the books of the Reserve Bank at the open- 
ing of business every morning for twenty-three of the largest 
banks. The banks reported their reserve requirements only 
once a week, at the end of the week, but more frequent esti- 
mates of the changes in these requirements were made from 
daily reports of deposits of principal banks. Reserve require- 
ments change slowly and therefore an estimate of changes 
during the week served the purpose. 

There were thus available every morning figures showing 
the estimated required reserves of these twenty-three banks 
and, compared with them, the average reserves actually main- 
tained for this period. These figures alone revealed with a 
considerable degree of accuracy whether money was likely to 
be easy or tight for the next day or two, but more than that 
was wanted — some account of the changes in the situation 
from hour to hour and the reasons for the changes. 

Therefore, an analysis was made of the factors affecting 
reserves, and the available data for each of these factors were 
assembled at hourly intervals. It was found that practically 
every transaction which increased or diminished the reserves 
of member banks was traceable in the records of the Reserve 
Bank. These transactions were summarized in an hourly re- 
port substantially in the form of Table 22. 

I In general there are two major types of changes which re- 
sult in increasing or diminishing bank reserves, that is, which 
result in a gain or loss of funds to the money market. The 
first consists of ordinary commercial or agency operations, in- 
cluding the transfer of funds to and from other centers (either 
by direct wire transfers or in settlement for check-collection 
operations), currency withdrawals or deposits, gold imports 
or exports, and operations in which the Federal Reserve Banks 
act as agents for the government, or for foreign banks of issue, 
in putting funds into the market or withdrawing them from 
the market. Each one of those operations may have the effect 
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of increasing or diminishing the reserve balances of member 
banks at the Reserve Bank. The upper part of Table 22 shows 
the operations in these categories which actually took place on 
October 30, 1925, the figures being shown in 'net round 
amounts. 


Table 22. — Loss and Gain to Maeket, October 30, 1925 
(In millions of dollars) 



Net Loss 

Net Gain 

Commercial and Agency* Transactions: 

Wire Transfers 

Check settlements 

Currency and coin 

Gold imports 

Foreign accounts 

28 

11 

10 

9 

1 

Total 

39 

20 

Net 

19 


Reserve Bank Credit: 

Bills bought outright 

Bills (sales contract) 

TJ. S. securities bought outright 

U. S. securities (sales contract) 

Loans 

3 , 

7 

. 2 

11 


Total 

3 

20 


Net 


17 

Net gain or loss for day 

2 



* In Agency transactions are included those transactions in which the Reserve 
Bank acts as fiscal agent for the Treasury or as agent for a foreign correspondent 
bank. 


The second type of operation affecting the market (bank 
reserves) is that involving the extension of Reserve Bank 
credit. When the bank officer in charge of a member bank’s 
position finds that his reserves are deficient, due to such 
changes as those just listed, he may build up his reserves by 
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borrowing at the Reserve Bank or selling acceptances to it. 
Similarly, the government security and bill dealers may in 
case of need temporarily secure funds to meet their obliga- 
tions or to enable them to carry an increased portfolio by 
TY^flking temporary sales of securities or acceptances to the Re- 
serve Bank, accompanied by an agreement to repurchase them 
within fifteen days. The funds thus secured are promptly de- 
posited in a member bank, which in turn redeposits them in 
the Reserve Bank, increasing its reserves. In these ways the 
banks may obtain the funds they require to build up defi- 
cient reserves.} 

An experiment with an hourly report like Table 22 over a 
period of more than ten years, during which reporting meth- 
ods have gradually been improved, indicates that the net gain 
or loss which such a report shows at the end of the day cor- 
responds closely with the change finally shown when the re- 
serve accounts of the member banks are totaled the follow- 
ing morning. It will be noted from the table that on October 
30 it happened that the amount of Federal Reserve money 
which was called into use ($17,000,000) and became avail- 
able to increase bank reserves, was very close to the amount 
which was lost to the market through other transactions 
($19,000,000). It is, of course, largely a matter of chance that 
this should odcur in any single day, but it is exactly what oc- 
curs from week to week. Federal Reserve credit is called into 
use precisely as it is required for the adjustment of the re- 
serve position of member banks. 

Interplay of Market and Reserve Banks. — ^Diagram 29 il- 
lustrates over a term of two months the reaction on bank re- 
serves of gains and losses to the market from ordinary com- 
mercial transactions, and gains and losses through changes in 
the amount of Reserve credit outstanding. The line of the 
top section of the diagram is a day-to-day record of gains and 
losses through commercial and agency operations, such as have 
been listed in the top half of Table 22. The two lines in the 
middle section of the diagram are the same as were shown 
in Diagram 27 and the line in the lower part of the diagram 
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represents gains and losses to the market by increases or de- 
creases in the amount of Reserve credit in use in New York. 

If this diagram is followed week by week one sees that 
changes in bank reserves reflect the aggregate result of the 
gains and losses to the market shown in the lines at the top 
and bottom sections of the diagram. For example, in 1925, 
average reserves started the month of September $15,000,000 
above reserve requirements. The market lost funds through 
commercial transactions (actually through the transfer of 
funds out of town) and the banks finished the statement week 
on September 4, with average reserves only about $5,000,000 
above requirements. At the beginning of the next week (Sep- 
tember 4 to 11) a loss of funds for several days in commercial 
transactions reduced reserves to a low point, and about the 
middle of the week the banks borrowed heavily from the Re- 
serve Bank to bring their reserves up to requirements. News- 
papers probably talked of “firmer” money. 

The following week was the quarterly tax period. The banks 
began the week with reserves under the requirement. Then 
occurred the phenomenon familiar to tax-day periods. Gov- 
ernment disbursements to redeem maturing issues and pay 
interest were larger for a few days than receipts from income 
taxes, checks for which are collected slowly. Thus for a few 
days the government put funds into the market (shown in 
the diagram as a heavy gain in commercial and agency trans- 
actions) ; bank reserves were sharply increased and the banks 
paid off their loans at the Reserve Bank. Money was “easier.” 
For a few days the Treasury obtained funds from the Reserve 
Bank on a special certificate of indebtedness to cover its ex- 
cess of payments over receipts.® As income-tax checks were 
collected, bank reserves were drawn down, the banks were 
forced to borrow once more at the Reserve Bank, and the 
Treasury paid off its special certificate. 

Meantime, there was an interesting movement in the re- 
lation with other districts. The amount of Treasury obliga- 
tions redeemed in the New York district is always large be- 
cause New York is an investment center. To help meet the 

’ Now prohibited under the Banking Act of 1935. 
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overdraft at the Reserve Bank caused by the heavy redemp- 
tions, the Treasury transferred funds from other districts. But 
the money pulled out of other districts created a vacuum there 
and banks in those districts drew upon their balanees in New 
York to maintain their reserves. This withdrawal of funds, 
shown by the sharp drop in the top line, was another -influ- 
ence supplementary to the collection of income-tax checks in 
causing a downward movement of reserves. 

So the careful reader may find in the record of other weeks 
shown in Diagram 29 the interaction of commercial and 
agency transactions, bank reserves, and Federal Reserve 
credit. 

As a result of this study the conclusion may be drawn that 
the caU rate in New York reflects primarily the balance sheet 
of bank reserves and it is possible to analyze the changes in 
bank reserves to show the principal causes which had led to 
the changes. For a knowledge of money conditions it is no 
longer necessary to depend solely on the “feel of the market.” 

More broadly, a study of the money market by the meth- 
ods reviewed in this chapter suggests immediately certain gen- 
eralizations concerning the operation of the money market 
under the conditions which have prevailed for most of the life 
of the Eeserve System, preceding the abnormal conditions 
from about 1933 on. 

1. Small movements of funds frequently had large results in creat- 
ing “easier” or “firmer” money conditions. A gain or loss to the 
market of 20 or 30 million dollars of reserve money frequently 
made a difference of % per cent in the call money rate. Al- 
though large amounts of funds were employed in the money 
market, the market was delicately balanced and easily affected 
by small movements in either direction. In fact, the market illus- 
trated the law of marginal differences. 

2. The Federal Reserve Banks were in continuous contact with the 
money market. As the constant ebb and flow of funds between 
the New York money market and other centers took place, the 
New York City banks called on their Reserve Bank for con- 
stantly changing amounts of accommodation, so that there were 
daily fluctuations in their use of Reserve Bank facilities. It has 
been only rarely — as, for example, for a few weeks during the 
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period of easy money in the summer of 1924 and the years since 
gold revaluation — ^that the New York market has been in any 
sense independent of the Reserve Bank and out of contact with 
it. As a r,ule the contact has been continuous. 

3. The use of Reserve Bank credit by the money market was in 
the main a semi-automatic operation. The amount of such credit 
called into use at any time was the result of the composite 
action of the ofiScers of many member banks and occasionally 
of dealers in bills and securities. In the main the use of Reserve 
credit was on the initiative of these people and not on the initia- 
tive of the Bank. The Bank exercised a constant influence largely 
through its discount and buying rates, but the extent of use of 
Reserve credit was a direct response to changing needs of the 
money market. 

It should be added that none of these three generalizations 
has been valid since the middle of 1933. Since then the banks 
of the country have held large excess reserves and have been 
independent of the Federal Reserve Banks. Under these con- 
ditions small gains or losses of funds have had practically no 
effect on the money situation. Money rates have gone for 
weeks and months at a time with no change. The market and 
Reserve Banks have thus been out of contact. These very facts 
in themselves are but another evidence of the influential po- 
sition b'ank reserves occupy in the money market. Even a mod- 
erate excess of reserves over requirements changes the whole 
behavior of the market. 


STTMMAET 

1. Almost all transactions in the money market are reflected 
at one point or another in changes in bank reserves. 

2. The daily and hourly balance sheet of required and actual 
reserves reveals the forces which control money rates. 
Under normal conditions a small change in the reserve po- 
sition often leads to a change in rate. 

3. Reserve requirements change slowly; but the supply of re- 
serve funds changes rapidly. 

4. Changes in the supply of reserves reflect various commer- 
cial and Treasury operations, such as transfers to and from 
other centers, currency deposits and withdrawals, gold 
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movements, etc. ; and reflect also changes in the amount of 
Federal Reserve credit in use. 

5. Federal Reserve funds are called into use in direct response 
to changes in reserves due to aU other causes; Federal Re- 
serve credit is used to adjust reserves to requirements. 

6. An analysis of the causes of principal changes in bank re- 
serves continuously recorded in Federal Reserve operations 
yields an understanding of money conditions independent 
of the “feel of the market.” 

7. Huge excess reserves in recent years have changed the 
whole money market behavior and made the usual rules 
invalid. This very fact testifies to the key position reserves 
occupy. 



CHAPTER XII 


Effect of the Reserve System oh Monet Rates 

T he changes which the Reserve System has made in the 
money market may be measured to some extent by 
changes in short-term interest rates. For interest rates are a 
sensitive index of changing credit conditions. They are per- 
haps the best available measure of the adaptation of the credit 
supply to the country's needs. 

Interest rates in themselves have, of course, some impor- 
tance for business. When money can be borrowed at 3 per cent 
the costs of doing business are less than when rates are 6 per 
cent. But the difference between these two figures is usually 
a small item in the business man’s total costs. The real ques- 
tion for him (as far as money is concerned) is whether he can 
get money when he needs it, and whether his banker will 
give him assurance of future accommodation. When interest 
rates are high and rising, it is usually a little less easy for 
the business man to be sure of borrowing money. It is from 
this point of .view that interest rates are chiefly important, as 
an outward evidence of changes in underlying credit condi- 
tions. 

A Century of Interest Rates. — ^Fortunately there are avail- 
able from various reliable sources records of interest rate 
changes in this country for more than 100 years. Diagram 30 
shows the interest rates on commercial paper in the open mar- 
ket each year since 1831.^ The cross-bar shows the average 
for each year, while a line extends from this bar upward to 
the highest monthly average of the year and downward to 

^ Years prior to 1913 are from an unpublished compilation by Dr. F. R. 
Macaulay, National Bureau of Economic Research, from the following sources: 
1831-1860, E. B. Bigelow, The Tariff Question', 1861-1865, J. G. Martin, 
Seventy-three Years' History of the Boston Stock Exchange; 1866-1912, 
The Commercial & Financial Chronicle. Later years are from The Commercial 
Financial Chronicle. 


195 



196 


THE RESERVE BANKS 


the lowest monthly average of the year. High interest rates 
mark the business disturbances of 1836, 1848, 1857, 1873, 1893, 
1896, 1907, 1920, and 1929. 

When in the futme the historian looks back on the history 
of interest rates in this country, it seems not improbable that 
he will recognize two outstanding events which have led to 
greater stability. The first was the establishment of the Na- 
tional Banking System in 1863, the full effects of which were 
not clearly observable (as Diagram 30 shows) until some years 
after the close of the Civil War; and the second, the estab- 
lishment of the Federal Reserve System in 1914. 

The stress of the Civil War resulted in the establishment 
of the National Banking System and the placing of the na- 
tion’s currency on a sounder basis. After the strain of the war 
had passed and after resumption of specie payments in 1879, 
the sounder organization of the credit system was reflected in 
lower and more stable interest rates. Even the severe financial 
disturbances of the nineties failed to produce such fluctua- 
tions as occurred in the thirties, or the fifties. 

But there were still defects in the structure of the country’s 
credit system. Every year there was a characteristic seasonal 
credit strain, with a corresponding movement of interest rates. 
In times of emergency there were erratic and violent move- 
ments of money rates reflecting recurrent strain. The move- 
ment in the panic year 1907 of rates for call money, which 
fluctuates more violently than commercial paper, is described 
as follows in a report by the Senate Banking and Currency 
Committee in November, 1913; 

. . . during the year 1907 the range of interest for money was 
from 2 to 45 per cent in January, from 3 to 25 per cent in March, 
from 5 to 125 per cent in October, from 3 to 75 per cent in No- 
vember, and from 2 to 25 per cent in December, with currency 
bringing a premium from 1 to 4 per cent during November and 
December. The blighting effect of these violent fluctuations of the 
interest rates is demonstrated by the rate charged for 90-day time 
loans, which during November and December, 1907, were running 
as high as 12 to 16 per cent, with no business done in time loans 
of a longer period during the entire month of November and no 
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business being done at times on prime commercial bills during the 
same months.® 

One of the purposes which the Congress had in mind in the 
establishment of the Federal Reserve System was the eradica- 
tion of some of these violent movements of interest rates. 

Like the National Banking System, the Reserve System was 
inaugurated during a period of financial strain. It was plunged 
into the midst of war finance before it had proved itself by 
any period of ordinary operations. It is rather fruitless to 
speculate on what would have happened to interest rates dur- 
ing the war if there had been no Federal Reserve System. 
Some other means would of necessity have been found in the 
emergency for dealing with war needs for additional credit. 
It is reasonably sure that these emergency means would not 
have been as effective as the Reserve System, which provided 
an organization ready for the emergency; but as far as the 
facts in the case go, they indicate simply that, while interest 
rates rose to high figures shortly following the war — and there 
was considerable credit strain — there was nothing like the 
same disturbance as had occurred in this country at the time 
of the Civil War, and in most other countries of the world 
during and after the World War. 

The crisis of 1928-29 and succeeding years provided, a fur- 
ther test of the mechanism. Rates for call loans on the Stock 
Exchange rose as high as 20 per cent, and there' were periods 
of real stringency of money, but all through the period funds 
were available for the sound business borrower at fairly rea- 
sonable rates; open-market commercial paper rates went to 
6% per cent for only a brief period. The reaction on long 
term money rates for prime bonds was of moderate proportion. 

As this is written it is still too early to measure the full 
effects of the great depression on money rates. One result is 
evident: the huge volume of surplus money combined with 
light demand has resulted in short-term rates below any pre- 
vious levels, and long-term rates as low as any previous levels. 
But notwithstanding the unusual conditions during the rela- 

"TJ. S. Senate — Banking and Currency Committee: Report to accompany 
H.II. 7837 (Bep. 133) November 22, 1913 : p. 22. 



AND THE MONEY MARKET 199 

tively short 1^ of the System, some conclusions may be drawn 
as to the reSRs of its operations. 

Reduced Spread Between Maturities. — Since the establish- 
ment of the Federal Reserve System in 1914, the spread be- 
tween rates for longer and shorter maturities of commercial 
paper has been almost eliminated. Diagram 31 shows for the 
past forty-six years the rates in the New York open market 
for four to six months’ commercial paper, compared with the 
rates on 60 to 90-day paper. In the earlier years there was 
a considerable spread between the two rates, so that it cost the 
borrower from % to 1 or even 2 per cent more to borrow 
for four to six months than it cost for the shorter period. Since 
the Reserve System has been in operation, however, the spread 
between shorter and longer maturities has been steadily re- 
duced, and early in 1924 rates on 60 to 90-day paper were 
no longer quoted. Little paper of that maturity is now sold, 
but, if sold, it carries approximately the same rate as the four 
to six-month paper. 

There are a number of explanations for these changes. One 
is that the Reserve System has provided credit elasticity 
which makes it easier for banks to adjust their reserve posi- 
tions. In the old days careful dating of loans and investments 
was necessary that a bank might be prepared to meet its speci- 
fied obhgations, such as tax or dividend payments, or unex- 
pected calls on its resources, without impairing its reserve. 
There were no ready means always assured, by which a bank 
could secure temporary aid to tide it over difl&cult periods 
unless it had sufficient maturities or caU loans available on 
every business day of the year to meet possible impairments 
of reserve. The short-term obligation was, therefore, a de- 
sirable employment for bank funds, because it kept funds 
coming back promptly, ready for the expected or unexpected 
demand. 

The Reserve System has greatly simplified the problem of 
adjusting reserves. The member bank can now tide itself over 
an emergency by borrowing from its Reserve Bank. There 
are also additional facilities for the adjustment of bank re- 
serves in the existence of two new and important markets 
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for the employment of funds for short periods, the bill market 
and the market for short-term government securities. 

The existence of these two markets, in addition to call loans, 
as avenues for reserve adjustments, together with the pos- 
sibility of direct borrowing from the Reserve Banks, gives 
banks greater freedom as to the matm-ities of their loans and 
removes some of the difference in desirability between dif- 
ferent maturities. 

An interesting by-product of this change has been some tend- 
ency for rates on stock exchange call money, which repre- 
sents the shortest possible maturity but is not eligible for 
rediscount, to be higher relative to commercial-paper rates 
than they were before the Reserve System was established. 
There has thus been some tendency for business money to be 
cheaper and stock exchange money to be dearer. 

Reduced Spread Between Cities of West and East. — 
When the Federal Reserve Act was being discussed in Con- 
gress, the hope was expressed that the proposed legislation 
might result in lessening the disparity between interest rates 
in different parts of the country. It has been disturbing that 
the Minnesota farmer should pay 6 to 8 per cent for his 
money, while money sometimes went begging at 2 per cent or 
lower in the call-loan market in New York. 

This difference in rates is the result of a number of factors, 
several of which probably wiU always be operative, no mat- 
ter what kind of banking system exists. The rural bank ex- 
plains high rates on the ground that it costs more to make 
the loan to the farmer because of the high cost of maintaining 
a local bank, handling many small accounts, determining the 
farmer’s credit, following up the loan, and taking the risk 
of crop failure. And the money lent to the farmer is often tied 
up for an indefinite number of months, whereas the call loan 
can be liquidated at any time. All of these are differences in 
the character of the two loans which the Reserve System can- 
not alter. 

But another factor in the difference in interest rates be- 
tween different parts of the country had to do with the fluidity 
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of the country’s credit. In the old days there were more bar- 
riers to the free flow of funds throughout the country. Set- 
tlements between different parts of the country required 
eventually the expensive shipment of currency. 'Under the 
old check-collection system with its exchange charges, its in- 
direct routing, and complex special arrangements, it took 
twice as long to make settlements as it does at present. There 
was usually a premium or discoxmt on New York funds in 
Chicago or other Western centers; the purchase of New York 
or other out-of-town funds was like the purchase of foreign 
exchange. These barriers hindered surplus funds in one part 
of the country from finding employment in some other part. 

The Federal Reserve System has broken down some of these 
barriers. Check collections have been made faster, safer, and 
cheaper. Transfers of collected funds are made by telegraph 
without cost to member banks. Settlements no longer require 
the shipment of currency, but are made by bookkeeping en- 
tries on the reserve accounts of the Federal Reserve Banks. 
Banks are now less dependent on the New York money mar- 
ket, since adjustment of reserves can be effected at their 
local Federal Reserve Banks. At the same time access to the 
New York money market has become easier, and the money 
markets of Chicago, Boston, and other centers have grown in 
importance. All of these changes in the mecharfism of bank- 
ing intercommunication tend to reduce the spread between 
interest rates in different parts of the country. 

A number of years ago Bradstreet’s began collecting from 
typical banks in certain centers the rates which they charged 
their customers on prime commercial loans. The Annalist 
began a similar report in 1911. The Federal Reserve Banks 
have been collecting such figures in recent years. The New 
York and Chicago rates, as reported by these agencies, for 
three years just before the System was established, are com- 
pared in Diagram 32 with the figures for 1922, 1923, and 1924, 
a reasonably tsrpical period. While these figures are subject 
to some error, partly because the data for the earlier period 
cannot very weU be checked, and partly because it is always 
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difficult to secure accurate quotations for the rate on loans 
made in each case by private negotiation, the figures may be 
relied upon as illustrating the kind of change that has taken 
place. 



TWEEN THE INTEREST RATES CHICAGO BANKS CHARGE THEIR CESTOMBRS 
AND THE RATES NEW YORK BANKS CHARGE HAS BEEN REDUCED. 

Table 23, prepared from the same sources, indicates that, 
for other centers as well, the spread between rates in the cen- 


Table 23. — Average Interest Rates on Customers’ 
Prime Commercial Paper, 4-6 Months 



1911-1913 

1922-1924 

New York 

4.74 

5.03 

Boston 

4.86 

4.99 

Philadelphia 

4.97 

5.22 

St. Louis 

5.87 

5.27 

Chicago 

5.98 

5.28 

Minneapolis 

6 15 

5.49 

New Orleans 

7.11 

6.10 

Kansas City 

8.00 

5.96 
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tral money market and in other parts of the country has been 
narrowed. 

Of course, the problem of the Minnesota farmer is far from 
solved. He pays rates higher than the call rate in 'New York 
or the bank customer’s rate in Chicago or St. Louis. He will 
continue to pay high rates until a method has been disccfvered 
to admi n ister banking service for the farmer more economi- 
cally than now and to take out of the farm loan some of the 
present risk and delay in repayment. But the existence of the 
Federal Reserve System, together with the accompanying de- 
velopment of the country’s monetary mechanisms, has brought 
the farmer a step nearer to the central money market. 

Seasonal Fluctuations. — ^Another fact of major importance 
revealed by Diagrams 31 and 32 is that money rates fluc- 
tuated from month to month much more rapidly and widely 
before the Federal Reserve System was established than they 
do at present. The reader will perhaps have noted that these 
fluctuations were partly due to a more or less regular seasonal 
swing of rates. In January and February money tended to be 
easy. In the early spring rates rose, as the demand for funds 
increased with the planting of crops and spring trade. To- 
wards summer rates fell, but rose again to the year’s high 
point in the autumn with harvesting and autumn trade. They 
continued generally high throughout the holiday period with 
its heavy currency requirements. Changes in rates thus re- 
flected directly changes in business and agricultural activity. 
Since the establishment of the Reserve System, such seasonal 
swings of interest rates have been almost though not quite 
eliminated. 

Diagram 33 is an attempt to summarize more clearly the 
change which has taken place in the seasonal swings of rates. 
The top section shows the seasonal movement of the volume 
of business. Retail and wholesale trade do the heaviest part 
of their business in the autumn. The automobile industry 
has been most active in the spring. Agriculture calls for large 
amounts of currency and credit for the spring planting and 
the autumn harvesting of crops. The line in the diagram. 




DIAGRAM 33 — ^BEFORE THE RESERVE SYSTEM WAS ESTABLISHED, THE USUAL 
SEASONAL SWING OP BUSINESS RESULTED IN A SEASONAL SWING IN INTER- 
EST RATES BECAUSE THE COUNTRY'S CREDIT SYSTEM WAS INELASTIC. NOW 
THE SEASONAL CHANGES IN BUSINESS HAVE LITTLE EFFECT ON INTEREST 
RATES, BECAUSE CREDIT IS ELASTIC. 
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which is a composite of many kinds of business, reflects this 
concentration of activity in spring and autumn.® 

The middle section of the diagram shows the typical 
monthly fluctuations of interest rates from 1894 td 1913, and 
reflects the strain on the banks which resulted from the sea- 
sonal swings of business. The lowest section shows the typical 
monthly fluctuations of rates from 1914 to 1932. Rates now 
reflect only slightly the additional credit demands of the spring 
and autumn, but are relatively steady throughout the year. 
The explanation of the change which has taken place is found 
largely in the credit elasticity provided by the Reserve System. 

While the old seasonal fluctuations of interest rates were 
important in themselves, because of the way they penalized 
certain forms of business such as agriculture which usually 
had to borrow when money was tight, and because of the dif- 
ficulty in which they placed the banker in the employment 
of his funds, the fluctuations had their most serious conse- 
quences in periods of crisis when the seasonal credit strain 
was added to a credit strain from other causes. It was not by 
accident that most of the money panics in this country oc- 
curred in the fall of the year; it was in the faU that the usual 
seasonal strain, added to an unusual credit and currency strin- 
gency, became the last straw that broke the camel’s back. 

Rates in the Business Cycle or in Crises. — Of greater im- 
portance for business and banks than the seasonal movement 
of rates or the spread of rates between maturities or between 
different parts of the country is the behavior of rates in the 
business cycle or in business crises. For it is then that shortages 
or surpluses of credit are most disturbing. Earlier in this chap- 
ter it has been pointed out that in both 1920 and the recent 
crisis rates never reached such extremely high points as in 
many previous crises. There were no panic rates, and cur- 
rency and credit were always available for sound business ex- 
cept during the few days when the banks were closed in the 
spring of 1933. 

® The line shown is a combined index of the seasonals of the fifty-six series 
of figures included in the index of the volume of trade of the Federal Keseive 
Bank of New York described by Carl Snyder in the Journal of the American 
Statistical Association, December, 1923. 
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But this is about as much as can be said. In a crisis the 
forces at play are larger than can be met by a monetary 
mechanism alone. The recent crisis has been disillusioning 
to those who considered the Reserve System practically a cure- 
all for financial ills. The events of early 1933 were near enough 
to the old-fashioned financial panic to throw doubt on more 
extreme claims as to the power of the Federal Reserve Sys- 
tem. As will be noted later, it was demonstrated that a mod- 
ern bank of issue mechanism is not a substitute for a sound 
commercial banking system, a sound national economic pol- 
icy, and sound international financial relations. As the years 
go on the evidence is accumulating to show what results may 
reasonably be expected from the operations of a bank of issue 
and what are beyond its scope. 

SUMMARY 

1. A hundred-year record of interest rates reflects two major 
influences towards greater rate stability: the establishment 
of the National Banking System in 1863 and the Federal 
Reserve System in 1914. 

2. The spread between interest rates for different maturities 
of commercial paper has been reduced since the Reserve 
System was established, and rates for stock exchange loans 
have been higher relative to those for business loans. 

3. The spread between interest rates in different sections of 
the country has been reduced since the Reserve System 
was established. 

4. Seasonal fluctuations in interest rates have been almost but 
not quite eliminated through the presence of the Federal 
Reserve mechanism. 

5. In the business crises since the Reserve System was estab- 
lished, panic rates have been avoided and money has been 
available for sound business borrowers, but it has been 
demonstrated that the Reserve System is not a panacea for 
aU economic iUs. 



CHAPTER XIII 


Oeganization for Policy Decisions 

P RECEDING chapters have described in some detail the 
mechanism by which reserve funds flow from the Reserve 
Banks iato the money market when needed, and flow back 
into the Reserve Banks when the need has passed, but little 
has been said thus far about the general policies governing 
this flow. Emphasis has, rather, been laid upon the semi- 
automatic phases of the movement. 

But the Reserve System has an important" responsibility 
in connection with this movement of funds. The problem is 
to set up the mechanism in such fashion that reserve funds 
will be used as fully as necessary to provide business with 
adequate credit, without at the same time encouraging their 
too free use. To put it another way, the problem is to aid in 
the adjustment of the volume of credit to the volume of busi- 
ness. Maladjustments in this relationship tend toward infla- 
tion, rising prices, and speculation on the one hand, or de- 
flation, falling prices, and depression on the other. 

In their power to determine the price of reserve money and 
the general conditions under which member banks and others 
may secure it, the Board of Governors of the Federal Re- 
serve System and the directors and officers of the Federal 
Reserve Banks thus carry a heavy responsibility; for their 
influence in making reserve funds easy or difficult to obtain 
may have large economic and social consequences. The prob- 
lem in this field with which the public is most familiar is 
the determination of the discount rate — ^which is simply the 
price which member banks must pay for the money they bor- 
row from the Reserve Banks. But there are other similar prob- 
lems just as perplexing: Ihe problem of open-market policy, 
the problem of dealing with individual member banks which 
may be abusing the borrowing privilege, and under recent 
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law the problem of fixing reserve requirements for member 
banks and margin requirements on security loans. All these 
are phases of the general problem of credit policy. 

Before considering in detail any of these policy questions it 
will be well to say something as to the general mechanism of 
the Reserve System for deciding policies, and particularly as 
to who make the decisions. 

It may be noted first that it is a relatively new thing in 
this country to have any agency considering, and able to exer- 
cise an influence upon, the country’s general credit policy. In 
the old days, with the country’s bank reserves scattered among 
many thousands of separate banks, each working for its own 
interest and each organized for profits, no continuous com- 
mon policy was feasible. No one was responsible for general 
credit conditions. In times of emergency when some joint 
action was imperative, powerful private individuals and the 
clearing houses took command of the situation and enforced 
'^some plan for a short period. In many other countries banks 
of issue exercised continuous leadership, but here, save for the 
two periods more than a century ago when the first and sec- 
ond banks of the United States were in operation, we had no 
such agency, until the Reserve System was established. The 
Reserve Act provided an organization, not operated for profit, 
continuously - concerned with the country’s monetary and 
banking policies. 

Local and National Interests. — The mechanism for deter- 
mining Federal Reserve policy is designed to safeguard local 
interests, while at the same time to insure national unity in 
policy. 

The objective of the Federal Reserve Act on this point was 
stated on October 17, 1914, by President Wilson in a letter 
to Senator Underwood of Alabama, as follows: 

No group of bankers anywhere can get control. ... No one part 
of the country can concentrate the advantages and conveniences 
of the system upon itself for its own selfish advantages. ... I 
think we are justified in speaking of this as a democracy of credit. 
Credit is at the disposal of every man who can show energy and 
assets. Each region of the country is set to study its own needs 



210 


THE RESERVE BANKS 


and opportunities and the whole country stands by to assist. It is 
self-government as well as democracy. 

Beginning with the local member bank the principle of 
local self-government is respected. The Federal Reserve Banks 
do not teU their member banks what loans they may or may 
not make to their customers, what investments they may buy, 
or what deposits they may accept. All these are matters for 
decision by the member bank, under the general restrictions 
of national or state banking law, and subject to examination 
and general supervision to aid in the maintenance of sound 
credit practices. 

Similarly, the twelve Federal Reserve Banks are in most of 
their operations autonomous units. Each Federal Reserve 
Bank is operated by its own directors and the officers whom 
they appoint. Each Reserve Bank decides within the law how 
much or how little it wUl lend to member banks. Each Re-, 
serve Bank is responsible for initiating changes in its dis-i 
count rate. It is clear in the Federal Reserve Act even as 
amended by the Banking Act of 1935 that Congress had the 
intention, not of creating one central bank in this country, 
but rather a regional banking organization, with centraliza- 
tion only in those matters in which coordination of j)ractice 
and policy is essential to the national welfare. 

There are certain of the semi-mechanical fuiictions of the 
Reserve Banks which are country-wide in scope, and in which 
uniformity of practice is obviously necessary, such as the col- 
lection and wire-transfer systems; and for these functions the 
Washington Board prepares uniform regulations. In matters 
of general credit policy, moreover, coordination is essential. 
The law, therefore, provides that discount rates established 
by the individual Reserve Banks are subject to “review and 
determiuation of the Board of Governors of the Federal Re- 
serve System.” Coordination in policy with respect to open- 
market purchases of acceptances and government securities is 
effected through a Federal Open Market Committee composed 
of all the members of the Board of Governors and five repre- 
sentatives of the Federal Reserve Banks elected by directors 
of the Reserve Banks by regions. 
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Changes in reserve requirements of member banks above 
the present amounts and up to twice the requirements at the 
time the Banking Act of 1935 was passed, may be made by 
the Board of Governors. They may also fix margin require- 
ments for loans on registered equity securities. 

As the present edition of this book is being prepared the 
Banking Act of 1935 is just going into effect. During the dis- 
cussions of that Act one of the major questions was the locus 
of power in the Reserve System, the extent to which power 
of determining credit policy should be centralized or localized. 
This Act, and to a lesser degree its predecessor the Banking 
Act of 1933, increased the powers and responsibility of the 
Board of Governors and the Open Market Committee and de- 
creased the powers of the regional banks. 

Who Decides Policy? — ^The formal balance of power be- 
tween regional and central authorities of the Reserve System 
is important, apart from the question of technical effective- 
ness of organization, for its influence on the quality of per- 
sonnel which may be enlisted in the service of the System. 
The two essential requirements for the personnel of a bank 
of issue are that it should be able and independent. It is valu- 
able to survey the Federal Reserve organization from the 
point of' view of its capacity to provide a personnel which 
meets these qualiflcations, bearing in mind that the greatest 
dangers to independence lie in the risk of political interference 
on the one hand and of commercial banking pressure on the 
other, and upon these two points the subtle alchemy of loca- 
tion is perhaps even more important than any direct pressure 
which may be exerted. 

The important groups of people who decide and administer 
Federal Reserve policy are the Board of Governors of the 
Reserve System in Washington with their staff, the boards 
of directors of the individual Reserve Banks, and the officers 
of these Banks. 

The Board of Governors under the Banking Act of 1935 
consists of seven full-time members appointed by the Presi- 
dent, by and with the consent of the Senate, for fourteen- 
year terms, and ineligible for reappointment, with salaries of 
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$15,000 per annum. Of these seven, one is designated by the 
President as chairman for a four-year term and another as 
vice-chairman for a like term. Not more than one of the seven 
members shall come from any one Federal Reserve District. 
They must be appointed with “due regard to a fair repre- 
sentation of the financial, agricultural, industrial, and com- 
mercial interests, and geographical divisions of the country.” 
They are forbidden to accept appointment to a position with 
any member bank for two years after leaving the Board of 
Governors unless they shall have completed a full term of 
office. Until the Banking Act of 1935 became effective, the 
Secretary of the Treasury and the Comptroller of the Cur- 
rency were members of the Board, ex officio; but under this 
Act they are no longer members. The new Act has lengthened 
the terms of governors of the System from twelve to fourteen 
years, increased their salaries from $12,000 to $15,000, and 
made them ineligible for reappointment after serving a full 
term. 

The provisions of the new Act with respect to the Board 
appear to offer a greater assurance of independence from what- 
ever administration happens to be in power, though it should 
be stated that the members of the Board have always occu- 
pied an exceptionally independent position, and its staff has 
enjoyed immunity from political pressure for jobs. The major 
problem with respect to the Board has been to secure men of 
the' unusual abilities required, who are willing and able to 
make the sacrifice involved it! accepting long appointments at 
relatively modest salaries in positions which are cut off from 
participation in banking and business enterprise. An early 
draft of the Banking Act of 1935 attempted to make Board 
membership more attractive by providing salaries equal to 
those of Supreme Court justices and suitable pensions on re- 
tirement after completion of a full term, but these provisions 
were not retained. 

While all legal responsibilities rest on the members of the 
Board themselves, the gradual development around them of 
a permanent and competent staff has become an important 
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influence towards the effective administration of the Reserve 
System. 

Each Federal Reserve Bank is governed by a board of nine 
directors, six of whom are elected by the member banks and 
three appointed by the Board of Governors in Washington for 
three-year terms. Of the six elected by member banks three 
are bankers representing the member banks of the district, 
and the other three must be actively engaged in commerce, 
agriculture, or industry and, while serving the Reserve Banks, 
may not act as directors or officers or employees of any other 
bank. Of the three directors appointed by the Board of Gov- 
ernors one is designated by the Board as chairman. He must 
be a man of tested banking experience, and serves as Federal 
Reserve Agent as well as chairman; in the past it has been a 
full-time position, but may in the future be held by a man 
with another occupation. A second of the Board appointees is 
deputy chairman. The Board appointees must have no other 
banking connection while serving as directors. Except for the 
chairman, directors have received no compensation other than 
fees for attending meetings. Out-of-town directors are reim- 
bursed actual expenses. 

Under, these terms of the law five of the nine directors of 
each Reserve Bank are ordinarily business men, three are 
active bankers, (frequently with business interests also) and 
one is the chairman. From time to time a survey of the occu- 
pations of the directors has been made, and such a survey at a 
typical period in 1926 showed that of the 108 directors of the 
twelve Reserve Banks twelve were the chairmen of the board, 
36 were active bankers, and the remaining 60 had the follow- 
ing occupations: 


19 manufacturers 
14 merchants 
4 farmers 
4 lumbermen 

2 insurance men 

3 investment bankers 
3 retired business men 
2 publishers 


2 lawyers 
2 railroad men 
1 cattleman 
1 contractor 
1 public utilities man 
1 mining official 
1 savings bank officer 
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In each district election or appointment to the board of the 
Reserve Bank has come to be regarded as an honor which is 
seldom refused. The boards are composed of men of character 
and ability. 

In addition to the directors of the twelve Reserve Banks 
each of the 25 branches has a board of not more than seven 
nor less than three directors residing in the branch territory, 
a majority of whom are appointed by the Federal Reserve 
Bank of the district and a minority by the Board of Governors 
of the Federal Reserve System. The branch directors have a 
range of occupations and interests similar to those indicated 
above, though bankers are more largely represented. The 
branch directors deal with local matters, including the ap- 
proval of loans, rather than with matters of general credit 
policy. 

Meetings of the directors of the Reserve Banks are held 
once a week in the New York District, and once every two 
weeks in most of the other districts. An executive committee 
meets between the board meetings. 

Since the directors of the Reserve Banks, with the single 
exception of the chairmen, have been men with other occupa- 
tions who ordinarily spend only a few hours a month on the 
work of the Banks, the major responsibility for the current 
operations of the Banks must perforce fall upon permanent 
officers elected by the directors. The Federal Reserve Act orig- 
inally provided that each board of directors might appoint 
“such officers and employees as are not otherwise provided for 
in this Act.” Following the practice of European banks of issue 
the executive head of each Reserve Bank has in the past been 
designated as the governor of the bank, though no such office 
was provided for specifically in the Reserve Act. There have' 
been one or more deputy governors of each bank. The Banking 
Act of 1935 for the first time recognized in law such a chief 
executive officer, but fixed his title as president and provided 
that he and a first vice president should be elected for five-year 
terms by the directors of each bank, subject to the approval 
of the Board of Governors of the Federal Reserve System. 
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Heretofore no approval by the Board of Governors was re- 
quired except as to salaries. 

Official positions in the Reserve Banks have provided an 
opportunity for the development of a form of public service 
with considerable permanency of tenure, and freedom from 
most of the restrictions of government service. While these of- 
ficials have few statutory powers and their duties are to ad- 
minister the policy determined by the Board of Governors 
of the Reserve System and by the directors of the Reserve 
Banks, they may be recognized as one of the groups influential 
in policy formation. It has been a practice to hold conferences 
at frequent intervals of the governors and chairmen of the 
Reserve Banks for the discussion of policy and operations, and, 
as will be discussed later, the governors of the Reserve Banks 
were organized into an open-market committee to make rec- 
ommendations as to open-market policies. 

The Federal Reserve Act also provides for a Federal Ad- 
visory Council consisting of one member from each district 
selected by the board of directors of the Reserve Bank in that 
district. This council meets at least four times a year in Wash- 
ington and discusses with the Board of Governors important 
problems of policy. The council members have been promi- 
nent bankers. 

These then are the groups of men whose judgment is brought 
to bear upon problems of Federal Reserve policy: 

A Board in Washington, insulated in considerable measure from 
political influences, and aided by a permanent staff. 

Boards of directors of individual Reserve Banks, with business men 
in the majority, but including a representation of bankers — ^prac- 
tical men with a wide range of experience, free from the bias of 
politics but with important commercial and banking interests. 
Officers of the Reserve Banks — a body of full time public servants 
insulated from direct responsibility to local banking or business 
interests, but within the range of that sort of influence in much 
the same way as the Board in Washington may be said to be 
within the range of political influence. 

An advisory council in practice composed of bankers. 

There have always been, and probably always will be, dif- 
ferences in point of view between Washington and the re- 
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gional Reserve Banks resulting basically from differences of 
location and atmosphere, but some difference in point of view 
of this sort is probably highly desirable as a means towards 
reaching decisions which are impartial and unbiased and yet 
practical and effective. In this country with its wide territory 
and range of interests, and with its political capital and its 
financial center in different cities over 200 miles apart, it is 
probably impossible to create any single policy-forming body 
which may be totally free from bias of one sort or another 
without its being so insulated from contacts as to be imprac- 
tical and ineffective. Disinterestedness and wisdom can prob- 
ably be most readily assured by bringing to bear upon decisions 
the judgment of groups with different sorts of bias. This may 
at times involve some delay and friction in reaching decisions, 
but the questions at issue are so momentous and far reaching 
as to make it of the utmost importance to bring to bear on 
them several different points of view. 

Not Operated for Profit. — By the terms of its establishment 
the Federal Reserve System has a different philosophy from 
that of commercial banks. The mechanism is devised so as to 
remove the profit motive as completely as possible from all 
decisions. The law specifies that the member banks who own 
the stock of the Reserve Banks shall not receive more than 
6 per cent dividends and, as has been shown, the three bankers 
who are direct representatives of the member banks are a 
minority on the directorates of the Reserve Banks. Any excess 
earnings of the Reserve Banks over and beyond their expenses 
and dividends accumulate as a surplus fund against possible 
losses, which would revert to the Treasury on the dissolution 
of the Reserve Banks. Changes made by recent legislation as 
to the disposition of earnings were reviewed in detail in Chap- 
ter II. The essential point is that the limitation upon dividend 
payments removes the incentive to operate the Reserve Banks 
for profits and makes public service the sole consideration in 
their policy. 

More positively the Federal Reserve Act lays down the prin- 
ciple that the discount rate shall be determined “with a view 
of accommodating commerce and business.” Similarly it is pro- 
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vided that with respect to open-market operations “the time, 
character, and volume of all purchases and sales of paper de- 
scribed in section 14 of this Act as eligible for open-market 
operations shall be governed with a view to accommodating 
commerce and business and with regard to their bearing upon 
the general credit situation of the country.” 

Furthermore there is no question with the Reserve Banks of 
getting or retaining customers; they cannot solicit business, 
and that which they have cannot be taken away by competi- 
tors, though banks may withdraw from the Reserve System. 
There are no special arrangements for particular customers; in 
fact, the Reserve Act specifically forbids “discrimination in 
favor of or against any member bank.” In each district the 
largest bank and the smallest bank borrow at the same rate. 

The whole atmosphere of Federal Reserve policy-making is 
thus quite different from that of the commercial institution. 
It encourages impartial decisions, with the public welfare as 
the goal. 

Research Staffs. — ^From the earliest years of their opera- 
tion the Reserve Board and Banks recognized the need of the 
fullest possible information on business and credit conditions 
as an aid in determining policy. The Federal Reserve Board 
organized a Division of Analysis and Research in 1918, and 
all the Reserve Banks have organized statistical departments. 
At the present time the reporting and statistical service of 
the System is one of the most highly developed in the country. 

The result is that when a board of directors of a Reserve 
Bank or when the Board of Governors in Washington consid- 
ers a question of policy, it has before it a wide range of data 
as to the condition of business and banking. A number of the 
diagrams in this book are similar to the large charts which are 
regularly presented with other information at the weekly 
meeting of the directors of the Federal Reserve Bank of New 
York. Of still greater importance are the analyses of policy 
problems undertaken by the research staffs of the Board and 
the Banks. 

In order that the public may be fuUy informed as to the 
fact basis upon which policies are founded, most of the infer- 
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mation assembled is presented regularly in the Federal Re- 
serve Bulletin and the monthly reviews of credit and business 
conditions published at the twelve banks. 

STJMMABY 

1. Previous chapters have dealt largely with the semi-auto- 
matic phases of the use of Federal Reserve funds by the 
member banks and the market, but the Reserve System has 
at its command means for exercising an important influence 
on the extent of use of reserve funds. This is the fleld of 
Federal Reserve policy. 

2. In the operation of the System the principle of local au- 
tonomy is observed. It is only in matters where uniformity 
of practice and policy is essential for the welfare of the 
entire country that central coordination is provided for. 

3. The provisions governing the appointment of the Board of 
Governors of the Federal Reserve System and the election 
of the directors of the Reserve Banks give assurance that 
the people who decide policy will represent all parts of the 
country and a wide range of business and banking interests 
and will not be dominated by either political influences or 
banking pressure. 

4. The Federal Reserve mechanism is so designed as to re- 
move the profit-making motive as completely as possible 
from its policy. Profits are limited and the “accommodation 
of commerce and business” and the effect on the general 
credit situation are the considerations by which policy is 
to be guided. 

6. As an aid in policy determination the Reserve Board and 
Banks maintain qualified research staffs continuously en- 
gaged in the collection, and interpretation of economic in- 
formation, and the analysis of policy problems. 



CHAPTER XIV 


Tradition and the Discount Rate 

A ITER the preliminary observations in the preceding chap- 
ter as to the general organization of the Eederal Reserve 
System for policy decisions, it is well to examine more spe- 
cifically some of the kinds of decisions which have to be made, 
some of the factors taken into consideration in reaching them, 
and some of the results. 

It is the function of the Reserve Banks always to have 
money to lend at a price, that every legitimate need for credit 
may be met. To encourage the proper use of its credit and to 
discourage excessive use of its funds the System has devel- 
oped under the law and in practice a number of forms of 
credit control. 

1. Tradition against borrowing. 

2. Discount rate. 

3. Open-market operations. 

4. Direct dealing with individual banks. 

5. Publicity. 

To these five general forms of credit control there must be 
added since the passage of recent legislation the power to alter 
reserve requirements, and the power to fix margin require- 
ments on loans to carry securities. 

These instruments will be discussed in order. 

Tradition Against Borrowing. — It may seem strange to 
speak of tradition as having an important influence upon the 
operations of an institution only twenty-one years old. The 
word is justified because there appears to have been trans- 
ferred to the Reserve System an inheritance from the past. 

Just as in the old days the bank which borrowed largely and 
continuously from its correspondents was looked upon with 
suspicion, so today there exists generally a feeling against 
large and continuous borrowing from a Federal Reserve Bank. 

219 



220 


THE RESERVE BANKS 


This is a feeling which the officers of the Reserve System have 
at times encouraged. Federal Reserve funds are the country’s 
banking reserves and should he used in busy seasons and emer- 
gencies, and not as a substitute for bank capital. 

The facts as to the unwillingness of banks to remain heavily 
in debt at the Reserve Banks for long periods are illustrated 


BILLS DISCOUNTED 
MILLIONS OF DOLLARS 


COMMERCIAL 



DIAGRAM 34 — OPEN-MARKET INTEREST RATE EOR PRIME 4r-6 MONTHS’ COM- 
MERCIAL PAPER AND MONTHLY AVERAGES OP DAILY BILLS DISCOUNTED FOR 
MEMBER BANKS BY ALL FEDERAL RESERVE BANKS. 


by Diagram 34, in which one line shows the amount of bor- 
rowing at Reserve Banks, or total bills discounted, by all 
member banks; and the other shows the interest rate on prime 
4 to 6 months’ commercial paper in the open market. The 
remarkable correspondence between these two lines is ap- 
parently due to this tradition against borrowing. When the 
member banks find themselves continuously in debt at the 
Reserve Banks, they take steps to pay off that indebtedness. 
They tend to sell securities, call loans, and restrict their pur- 
chases of conamercial paper and other investments. The con- 
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sequence is that when a large number of member banks are in 
debt, money generally becomes firmer, commercial paper sells 
less rapidly, and rates increase. Conversely, when most of the 
member banks are out of debt at the Reserve Banks they are 
in a position to invest their funds; and money rates, including 
commercial-paper rates, become easier. This relationship rests 
largely on the unwillingness of banks to remain in debt at the 
Reserve Banks. 

If the discount rates of the Reserve Banks were high the 
unwillingness of member banks to stay in debt could easily be 
accounted for on that ground alone. But the Reserve Banks 
have seldom charged rates higher than those the banks have 
charged their customers, and tradition is probably more im- 
portant than the rate in preventing continuous borrowing. 

The Discount Rate. — To the general public the discount 
rate has become the symbol of Federal Reserve policy. Because 
changes in the discount rate have been so widely commented 
upon in the press and in economic literature, they have as- 
sumed an importance greater than their purely economic sig- 
nificance as changes in the price which member banks pay for 
accommodation at a Reserve Bank. 

The importance of a change in discount rate lies principally 
in the Met that it is a public recognition by a group of respon- 
sible and well-informed people of a change in the credit situa- 
tion. For example, a change in the discount rate from 4 to 314 
per cent is equivalent to an announcement that credit condi- 
tions are easier. Discount rates do not change frequently. In 
the past five years the Federal Reserve Bank of New York 
has changed its discount rate ten times, or twice a year on the 
average. Thus an announcement of change is suflaciently rare 
to be dramatic. 

The discount rate of each Reserve Bank is established by the 
directors of the bank subject to “review and determination” 
by the Board of Governors of the Reserve System. A discus- 
sion of the discount rate is on the agenda for every meeting 
of Reserve Bank directors. The discussion is facilitated by 
the presence of memoranda, reports, and charts. When once 
the directors have agreed upon a change, the decision is tele- 
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phoned or telegraphed to the Board of Governors in Wash- 
ington. The Board considers the matter as promptly as pos- 
sible and in fact usually gives its approval or disapproval the 
same day. Immediate action is possible because there has 
usually been preliminary informal discussion of any prospec- 
tive change. A change in rate is usually announced at the close 
of business that same day. No reasons for the action are ordi- 
narily given out at the time, partly because the decision rep- 
resents the views of many people, who have perhaps acted for 
somewhat diverse reasons, so that it would be an extremely 
difficult task to phrase a statement which would fairly repre- 
sent the views of all the directors of the Reserve Bank con- 
cerned and the Washington Board; and partly because it 
would be equally difficult to make any statement which did 
not either exaggerate or minimize the importance of the 
change. Such a statement is always subject to misinterpreta- 
tion, as has been repeatedly illustrated. 

Instead of making statements explaining specific rate 
changes, the Reserve System has followed the practice of mak- 
ing public in its reports, as fully as possible, the data which 
the Federal Reserve directors and Board have before them 
when they make their decisions. There have frequently also 
been informal conversations with the representatives of the 
press reviewing the general factors having weight in discount 
rate discussions. The annual reports of the Reserve Banks and 
the Board have usually contained, some months after the 
event, the circumstances of the rate changes. Under the Bank- 
ing Act of 1935 this record in the future must be even more 
complete, for that Act says: 

Sec. 10; par. 10. The Board of Governors of the Federal Reserve 
System shall keep a complete record of the action taken by the 
Board and by the Federal Open Market Committee upon all ques- 
tions of policy relating to open-market operations and shall record 
therein the votes taken in connection with the determination of 
open-market policies and the reasons underlying the action of the 
Board and the Committee in each instance. The Board shall keep 
a similar record with respect to all questions of policy determined 
by the Board, and shall include in its annual report to the Con- 
gress a full accoimt of the action so taken during the preceding year 
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with respect to open-market policies and operations and with re- 
spect to the policies determined by it and shall include in such re- 
port a copy of the records required to be kept under the provisions 
of this paragraph. 

A further word should be said about the relationships be- 
tween' the Board of Governors of the Federal Reserve System 
and the several Federal Reserve Banks in discount rate de- 
cisions. 

The original Federal Reserve Act read, “Every Federal re- 
serve bank shall have power ... to establish from time to 
time, subject to review and determination of the Federal Re- 
serve Board, rates of discount to be charged by the Federal 
reserve bank for each class of paper, which shall be fixed with 
a view of accommodating connnerce and business.” 

There was never complete agreement between the Federal 
Reserve Board and the Reserve Banks as to whether this pro- 
vision gave the Board power only to approve or disapprove 
a rate voted by a Reserve Bank or whether the Board under 
the power of “determination” might order a rate change differ- 
ent from that voted by a Reserve Bank or at a time when a 
Reserve Bank had taken no action. There have been two in- 
stances, of action of these sorts. In January, 1920, the Board 
failed to approve an increase in the rate at the New York 
bank on advances on government securities and ordered an 
increase of the rate on commercial discounts. Since the prin- 
cipal borrowing was being done on government securities, the 
Board’s action was against vigorous discount rate control. 
Again in August, 1927, the Board ordered a decrease in the 
rate of the Chicago bank without action by its directors. 

The Banking Act of 1935 added to the provision of the 
Federal Reserve Act quoted above the following phrase, “but 
each such bank shall establish such rates every fourteen days, 
or oftener if deemed necessary by the Board.” This addition 
clarifies the section at least to the extent of assuring to the 
Board the opportunity of frequent review of discount rates 
established by the banks. Whatever may be the Board’s pre- 
cise power with respect to discount rates, it appears stiU to be 
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the intent of the law that rate action should represent a coor- 
dinated policy of the Board and the Reserve Banks. 

Reasons for Rate Changes. — ^In making decisions as to dis- 
count rates the Reserve System has found precedent of lim- 
ited value. This is partly because there has been in this 
country since 1920 an extraordinary situation as to gold re- 
serves. In the history of European banks of issue, gold reserves 
have seldom been so large that their fluctuations could be ig- 
nored. Of necessity the usual practice was for banks of issue 
to raise their rates when necessary to protect their gold re- 
serves, and reduce them when this protection was no longer 
required. 

The Reserve Banks have held such large gold reserves that 
there was no time from 1921 to the 1931-33 crisis when action 
for their protection was necessary. On the contrary, the incom- 
ing gold caused embarrassment. Instead of considering means 
of attracting gold, it was necessary to consider means of re- 
pelling it to escape its inflationary influence. This complex 
question will be discussed later. 

The mechanical means of measurement by which banks of 
issue have in the past watched their gold positions has been 
the reserve ratio. Such a ratio is published as a part of the 
weekly statement of the Federal Reserve System; it is the 
ratio of total reserves to liabilities of the Reserve Banks for 
Federal Reserve notes they have issued and their deposits. 
During the war years ihis ratio was something of a guide to 
credit policy, just as the reserve ratio of the Bank: of England 
has always been a guide to the directors of that institution. 
Historically, banks of issue the world over have watched their 
reserve ratios and, other things being equal, have raised their 
discount rates when the reserve ratio went down, and lowered 
discount rates when it went up. In 1919 and 1920 the Reserve 
System had to watch its reserve ratio carefuUy, for at times it 
came close to the minimum, and made rate increases necessary. 

Then as gold poured into the country in 1921 and 1922 the 
reserve ratio rose by leaps and bounds and lost its significance 
as a guide to credit policy. Since then discount rates have been 
increased or decreased independently of the movement of the 
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reserve ratio, except for one or two occasions during the bank- 
ing crisis. Thus one time-honored mechanical aid to rate policy 
has been largely in abeyance. 

Another frequently quoted rule of thumb from British ex- 
perience which has not been followed literally in this coun- 
try is* the rule that the discount rate should be “above the 
market.” The Bank of England has always maintained its 
discount rate above the open-market rate on bankers’ accept- 
ances, the paper which the bank discounts and to which the 
discount rate applies. In this country there has been a school 
of thought which felt that this rule should be taken over 
bodily, despite a very different banking organization. The rule 
is interpreted to mean that on commercial paper, the general 
type of paper to which the discount rate was thought of as 
applying, the discount rate of a Federal Reserve Bank should 
be above the open-market rate or bank rate to a customer. The 
principle back of this rule was that banks should not be able 
to make money by borrowing at a Reserve Bank, but should, 
on the contrary, suffer a loss; that the rate sho uld be a penalty 
rate. 

The application of this formula to the United States needs 
close scrutiny. For in the first place it should be noted that the 
structure of the London and New York markets is different, 
and the term “discount rate” means totally different things in 
the two markets. The outstanding difference for the purpose 
of this discussion is that the British banks make advances to 
their customers largely in the form of overdrafts and do not 
require the promissory notes which are in general use in this 
country. The British bank does not borrow directly from the 
Bank of England, but adjusts its position through its holdings 
of bankers’ biUs and Treasury bills and its loans to bill brok- 
ers. These biU brokers, when necessary, seU bills to the Ba n k 
of England at the discount rate or borrow from the Bank on 
bills. The rates at which the British banks lend to their cus- 
tomers are usually somewhat above the Bank of England rate. 
The discount rate in the United States applies to the promis- 
sory notes which member banks present with their indorse- 
ment to the Reserve Banks or to the member banks’ own notes 
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secured by their customers’ notes or by government obli- 
gations. 

It is interesting to observe that in the whole scale of money 
rates in New York and London the discount rate here has oc- 
cupied a position not greatly different from that of the Bank 
of England. At a time when the discount rates in both Centers 
were the same, in May, 1924, for example, the different rates 
t3^ical in the two markets were as follows: 


Table 24. — Monet Rates at London and New Yoke 



London 

New York 

Bank loans direct to customers 

5* 

4^-5M 

3^-4 

4 

Ninety-day time money on stock exchange. 
Open-market commercial paper 


Discount rate of bank of issue 

4 

Three months^ bankers^ bills 

3 

3H 

3 

Short Treasury obligations 

2% 




* Approximate. 


The relationships over a period of years between ,the dis- 
count rate of the Federal Reserve Bank of New York and the 
open-market rates for commercial paper and bills are shown 
in Diagram 35. Except for the past few years of abnormally 
easy money conditions, the discount rate has moved within a 
ribbon whose borders are the commercial paper rate and the 
bill rate. 

Some logical basis for the relations shown in Diagram 35 is 
perhaps found by a closer analysis of the economics involved. 
It should be noted that the commercial paper a member bank 
brings to a Reserve Bank for rediscount is different from open- 
market commercial paper or from the notes a bank receives 
from its customers. The difference consists in a bank indorse- 
ment. The member bank puts its own name on commercial 
papar, and assumes the risk of non-payment when it brings 
the paper to a Reserve Bank. If a member bank lends its 
commercial customer on his note at 5 per cent, the value of 
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this note with a bank indorsement may be represented by a 
rate not far from 3% to 4 per cent. If at that time the Federal 
Reserve Bank rate is 4 per cent, it is really equal to or above 
the rate which represents the paper’s true value. 

From this point of view the discount rates of the Reserve 
Banks have not been below the market value of the paper dis- 
counted; and a bank which figures its costs carefully has not 


RATE 



DIAGRAM 35 — MONET RATES IN NEW YORK.* 4r-6 MONTHS^ COMMERCIAIj 

PAPER, 90-day acceptances, and the discount rate of federal reserve 

BANK OF NEW YORK, 


felt it was making a profit by borrowing. On the other hand 
it must be acknowledged that many banks do not figure so 
carefully; and so banks have from time to time borrowed for 
a profit, especially, perhaps, country banks which do business 
at rates considerably higher than the money market rates 
given above. It is a fair question whether a slightly higher dis- 
count rate — ^more in the nature of a penalty rate — ^might not 
have been better. Access to the Reserve Banks may have been 
a little too easy. Control has depended upon the effects of 
tradition and moderate rates upon a large volume of borrow- 
ing. As to the futxire with the present and prospective large 
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surplus reserves and lienee light borrowing from the Reserve 
System, higher rates — ^relative to market rates — ^may at times 
be desirable. It remains to be seen whether a different rate re- 
lationship can in fact be established. The problem' is not solely 
one of adjustment of the discount rate to other rates, for other 
rates tend to adjust themselves to the discount rate. In Lon- 
don the banks have followed the general practice of charging 
prime borrowers a rate about one per cent over the Bank of 
England discount rate. In this country, while there is no fixed 
practice, banks would probably try, especially if they were 
borrowing, to keep their lending rates above the Federal Re- 
serve rates. For this reason the rate relations in Diagram 35 
are likely to show considerable persistence. Yet the experience 
since the war suggests the need for continued study of these 
rate relations as an element in discount rate decisions. 

While the movement of money rates offers the Reserve Bank 
directors and the Board of Governors in Washington one of 
their most useful current guides in determining discount rates, 
there are many other factors which have to be considered. 
Judgment as to whether the aim should be to maintain the 
discount rate high or low relative to other money rates, and 
hence whether reserve money should be rela.tively easy or 
difficult to obtain, depends on other factors, all of them indi- 
cators as to whether business is getting the credit it needs, or 
too little, or too much. 

The range of information which Federal Reserve authorities 
have before them when they discuss the discount rate or other 
policy decisions was suggested towards the close of the pre- 
vious chapter. The directors of the Reserve Banks bring to the 
matter their first hand acquaintance with banking and busi- 
ness conditions in their respective districts. The staff of the 
bank presents to the directors not only a fund of pertinent 
data, but also a careful analysis of the problem itself. The 
Board, situated in Washington, is in a position to observe 
broad national movements and needs. 

How much weight should be attached to various aspects of 
a complex situation, and whether most attention should be 
paid to prices, to production, to the volume of credit, to gold 
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movements, to changes in consumer buying, or to other fac- 
tors, are puzzling questions about which many books have 
been written. Since these questions relate not alone to the 
discount rate but to the use of other instruments of credit 
policy as well, they will be discussed in a separate later chapter 
on “Gilides to Credit Policy.” 

The difficulty in making decisions arises first from the fact 
that each decision is a new one. In the kaleidoscope of eco- 
nomic change circumstances are never repeated in exactly the 
same form. Then again the various semi-mechanical aids to 
policy decisions such as the movement of interest rates, prices, 
volume of credit, volume of trade, gold movements, etc., have 
a perverse way of seldom aU pointing in the same direction. 
In the last analysis, the question of a prospective rate change 
becomes one of judgment as to whether slightly easier or 
slightly firmer money wiU have a beneficial influence on the 
whole business and credit situation. This judgment, moreover, 
must project itself into the future and consider the long time 
as well as the immediate effect of prospective changes. 

In its results a change in the discount rate, and in fact 
Federal Reserve pohcy generally, is more like a shotgun than 
a rifle. Policy can never be designed to deal with only one 
phase of’a credit situation; its influence is upon the total vol- 
ume of credit and its various uses. For example, in the autumn 
of 1925 commodity prices were declining but stock prices were 
booming upward and the stock market was using constantly 
increasing amounts of bank credit. Business also was very 
active. A rate policy designed to make money easier in view 
of declines in prices would have encouraged speculation. The 
conditions early in 1928 were somewhat similar. Discussion of 
rate policy which centers its attention on only one feature of 
the situation is misleading and often dangerous. Rate changes 
affect not one aspect alone but the whole volume of bank 
credit. 

Effects of Rate Changes. — One of the laws of scientific 
measurement is that if a phenomenon is to be measured it 
must be isolated; another law is that valid conclusions can 
only be drawn from many cases. It is difficult to measure the 
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effects of rate changes because discount rate action can never 
be isolated; it occurs simultaneously with many other causes. 
The same considerations which lead the Reserve Banks to 
raise their discount rates lead busiaess men to exercise cau- 
tion, and business prophets to issue warnings. Moreover, there 
must be available many more cases of rate changes ’before 
final conclusions can be drawn as to their influence. 

Pending further evidence certain tentative and limited con- 
clusions appear reasonable. First, discount rate changes ordi- 
narily have an immediate influence on short-term money rates. 
A study of Diagram 35 indicates that while discount rate 
changes have usually followed movements in open market 
rates, they have in turn been followed by further changes of 
perhaps % of 1 per cent in rates for commercial paper and 
bankers’ acceptances. The extent to which discount rate 
changes have influenced other money rates has depended 
somewhat on the relative position of rates before the change. 

There does not usually appear to be any close and obvious 
connection between the rate and the total amount of member 
bank borrowing from the Reserve Banks. A decrease in rate 
does not immediately check a decline in borrowing, -nor does 
an increase in rate by itself usually check a rise in borrowing. 

The most powerful influence of a rate change is that which 
is most difficult to measure — ^the psychological. On a number 
of occasions Federal Reserve rate action appears to have 
played a part in a change in the direction of an economic 
movement. This was probably true in 1920 and in 1929. In 
both cases the psychological influence was much more impor- 
tant than the direct. This was because the rate change was a 
pronouncement by well-informed men concerning the credit 
situation made at a time when a change in direction of move- 
ment was ready to occur or was in process due to other causes. 

There have been other occasions when a change in rate ap- 
peared to have a direct influence on more strictly monetary 
movements. In August, 1927, for example, the money market 
relationships between New Yc^'k and London were so nicely 
balanced that a reduction from 4 per cent to 3% per cent in 
the discount rate of the New York Reserve Bank, was followed 



AND THE MONEY MARKET 


231 


by a higher price for sterling exchange and a shift in the gold 
movement from net imports into the United States to net 
exports.^ 

But such .instances in which it may reasonably be said that 
rate changes have had a definite economic influence are rare, 
and even in these instances the evidence falls short of convinc- 
ing proof. Clearly, rate policy cannot now be reduced to a 
formula. Up to this time it remains an art rather than a 
science. 


SUMMARY 

1. There are seven principal forms of credit control in the field 
of Federal Reserve policy; 

a. Tradition against borrowing. 

b. Discount rate. 

c. Open market operations. 

d. Direct dealing with individual banks. 

e. Publicity. 

f. Changes in reserve requirements. 

g. Change in margins on loans to carry securities. 

2. Member banks are generally unwilling to remain in debt to 
a Reserve Bank for long periods. This tradition against 
continued borrowing, inherited from pre-Federal Reserve 
practices, is a powerful restraint. 

3. A change in discount rate is important as a public recogni- 
tion by a group of responsible and well-informed people of 
a change in the credit situation. 

4. In deciding discount policy two European precedents have 
not been followed: the reserve ratio of the Reserve System 
has been so high during most of its life that it could be and 
has been ignored; and the rule of thumb that the discount 
rate should be “above the market” has not appeared to be 
directly applicable because of a different money market 
structure, and different methods of access to the bank of 
issue. 

5. In practice the discount rate has usually been between the 

’See Burgess, “The Money Market in 1927,” Review of Economic Statistics, 

February, 1928. 
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open market rates for ninety-day bankers’ acceptances and 
4 to 6 months’ commercial paper. A rate so placed has ap- 
peared to be a fair price for Federal Reserve funds, though, 
for the future, the question may well be raised whether 
such a rate makes borrowing too easy. 

6. In its results a change in discount rate is more like a shot- 
gun than a rifle; it affects the total volume of credit. 
Therefore discount rate decisions cannot properly limit 
themselves to a single objective but must consider the 
whole economic situation. 

7. Only in rare instances are the fuU results of rate changes 
convincingly clear. This is especially true of the psycho- 
logical results which are often of the greatest importance. 

8. Rate policy, therefore, cannot be reduced to a formula and 
remains as yet an art rather than a science. 



CHAPTER XV 


0PE2sr Market Operations 

T he term “open market operations” is used in two differ- 
ent senses. In a broad sense it signifies all those transac- 
tions in which the Reserve Banks employ their funds besides 
their loans. In this sense open market operations include the 
purchase and sale of bankers’ acceptances, of government se- 
curities, and other limited types of transactions. In a narrower 
sense the term signifies the purchase and sale of government 
securities. 

This chapter on Federal Reserve credit policy is primarily 
concerned with the narrower field of open market operations, 
the purchase and sale of United States Government obliga- 
tions, because it is mainly in these transactions that policy 
finds positive expression. But before focusing upon this one 
t3p)e it may be well to pause a moment to remind ourselves 
of the scope of the open market operations of the System in 
their broader aspects. 

Broad Povjers in Open Market. — ^The Federal Reserve Act 
gives the Reserve Banks broad powers to deal in the open 
market, under direction of and regulations adopted by the 
Federal Open Market Committee, and in certain instances 
regulations of the Board of Governors. These powers are 
mostly defined in Section 14 of the Act. Aside from the power 
to deal in gold under provisional regulations issued under the 
Gold Reserve Act of 1934, as amended, the powers include the 
right to buy or sell the following: 

Cable transfers, bankers’ acceptances, and bills of exchange arising 
out of commercial transactions and of specified maturities, and 
acceptances of Federal Intermediate Credit banks. 

Any direct obligations of the United States, and obligations of the 
Federal Farm Mortgage Corporation and the Home Owners’ Loan 
Corporation, and other obligations which are fully guaranteed as 
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to principal and interest by the United States, regardless of ma- 
turity. 

Any of the following having a maturity not over six months from 
date of purchase: Farm Loan bonds, debentures of Federal Inter- 
mediate Credit banks, and bills, notes, revenue bonds, and war- 
rants of states, cities, or other political subdivisions in the United 
States issued in anticipation of the collection of taxes or the re- 
ceipt of assured revenue. 

WhEe the list of obligations which the Reserve Banks can 
buy is a fairly long one, and whEe some purchases have been 
made of practically every one of the items listed, open market 
purchases are in practice confined principally to bankers’ ac- 
ceptances and United States Government obligations. Other 
purchases have been smaE and infrequent. 

Policy in Buying BEls. — The general plan under which the 
Reserve Banks buy bankers’ acceptances, or bEls, has been 
discussed at some length in previous chapters. Generally they 
stand ready to purchase bEls which are offered to them, at 
rates which are fixed from time to time in accordance with 
market conditions. These rates are usuaUy sEghtly above the 
rates at which endorsed bEls seU in the open market. The 
purchase of bEls is in one important respect similar to dis- 
counting paper for member banks, in that the usual control 
the Reserve Banks exercise over the volume of purchases is 
a rate control, a control of the price. But the fixing of the rate 
for buying biUs is less a matter of policy than the fixing of the 
discount rate for loans. The buying rate for bEls ordinarEy 
follows closely changes in the open market rates for bEls. 

Dealings in Government Securities. — ^It is in transactions 
in United States Government securities that Federal Reserve 
policy finds more direct expression; for purchases and sales of 
these securities have usually been made on the initiative of the 
Reserve System itself. 

There are, it is true, certain transactions, even in govern- 
ment securities, in which the System is in some measure pas- 
sive except for rate control. These transactions have already 
been referred to in Chapter VII; they are the purchase of 
.government securities under “sales contract” — or “repurchase 
.i^eement.” As an aid in maintaining a market for short-term 
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government obligations, the Reserve Banks stand ready at 
times when the market needs help to buy these obligations 
from dealers under an agreement by which the dealer con- 
tracts to repurchase the securities within a period of fifteen 
days. Operations of this character, however, only occur at 
intervals and the amounts involved are relatively small, sel- 
dom larger than 15 to 20 million dollars. To the extent that 
they do take place, they result in putting additional amounts 
of Federal Reserve credit into the market at times when 
money is in active demand and thus reheving strain, and 
taking it out when the demand has lessened. 

But the transaction in which open market policy finds its 
most important expression is the outright purchase or sale of 
government obligations. These purchases or sales of securities 
are at times more effective in influencing the credit situation 
than the discount rate, or any other instrument of policy 
which the System possesses. Moreover, as will appear upon 
examination, they are a method of preparing for discount rate 
changes and making those changes more effective. 

Effects of Operations. — Without careful analysis it might 
be supposed that the effect on the credit situation of a pur- 
chase of government securities by the Reserve Banks would 
be an immediate increase in the total volume of credit. The 
Reserve Bank purchasing the securities pays for them with 
Federal Reserve funds. The seller of the securities deposits 
these funds in his own bank, and that bank in turn deposits 
the funds in the Federal Reserve Bank and thus finds itself 
in the possession of additional reserves which could be used 
for making additional loans or investments. Since these are 
reserve funds they might form the basis for an increase in the 
volume of bank credit considerably greater than their dollar 
amount. One might expect, therefore, that purchases of gov- 
ernment securities by the Reserve Banks would result, first, 
in an increase in the total loans and investments of the Re- 
serve Banks; and, second, in an increase of several times that 
amount in the total volume of bank credit in use. 

As a matter of practice this seldom takes place. It was noted 
in the preceding chapter that whenever the member banks 
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are in debt at the Reserve Banks they try to pay off that in- 
debtedness. Under these conditions, when a member bank re- 
ceives a Federal Reserve check, put into the market through 
the purchase of government obligations, that bank will ordi- 
narily use the check to liquidate borrowings from the Federal 
Reserve Bank rather than use it for a further extension of 
credit. In case the member bank receiving the check is not in 
debt at the Reserve Bank and therefore employs the funds by 
purchasing additional investments or making additional loans, 
the extra amount of credit thus put into the market usually 
finds its way promptly to some bank which is in debt at the 
Reserve Bank. Thus the usual effect of a purchase of govern- 
ment securities by the Reserve Banks has been a correspond- 
iug reduction in the borrowmg of member banks. The action 
has the effect, not of increasing the volume of credit, but 
rather of easing the pressure on the banks. 

The effect is not limited to member-bank borrowing. Pur- 
chases of securities may result in a reduction of the amount of 
credit which dealers in bills or securities receive from the 
Reserve Bank under sales contract agreement; or they may 
result in a reduction in the amounts of bfils which are sold to 
the Reserve Banks. But since the borrowing of member banks 
has ordinarily been the largest element in the total credit 
extensions of the Reserve Banks, the usual effect of pmchases 
of securities by the Reserve Banks has been not an increase 
in their total loans and investments, or an increase in member- 
bank credit, but rather a reduction in loans to member banks 
which has about offset the purchase of securities and left the 
total little changed. At times, however, when the banks in the 
principal money centers owed the Reserve Banks little or 
nothing, a state of affairs which has been rare, but occurred 
in 1922 and 1924 and in several recent depression years, the 
effects of open-market operations have been more positive, 
and total loans and investments both of the Reserve Banks 
and the member banks have increased. 

Conversely, when a Reserve Bank sells government securi- 
ties it receives in payment a check drawn on some member 
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bank. This check is chargeable against the reserve deposit of 
the member bank at the Reserve Bank, and the member bank, 
unless there is some offsetting credit, finds itself deficient in 
its reserved. In order to correct this reserve deficiency the 
member bank either borrows from the Reserve Bank or sells 
it bills, or else throws the burden on some other bank by sell- 
ing investments or calling loans to brokers in the open market. 


BILLIONS 
OF DOLLARS 



DIAGRAM 36 — CHANGES IN PRINCIFAL KINDS OP FEDERAL RESERVE CREDIT IN 

USE. 


The net result is usually an increase in member bank borrow- 
ings or in some other form of Reserve Bank credit, which in 
turn places some pressure on the credit situation without nec- 
essarily any decrease in credit volume. 

This general tendency for the purchases or sales of govern- 
ment securities to be almost directly offset by changes in other 
forms of Reserve Bank credit in employment is illustrated in 
Diagram 36. It will be observed that increases or decreases in 
holdings of government securities have usually been accom- 
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panied by almost corresponding decreases or increases in bills 
discounted and bankers’ bills held. 

Not an Aid to Earnings. — There are a number of interest- 
ing implications which follow from the relationships just de- 
scribed. Some years ago, before there had been any 
considerable experience in the operations of the System, it was 
believed that the purchase of government securities by the 
Reserve Banks was a means of increasing their earning assets 
and thus supplementing their earnings. In fact, it is probable 
that the management of some of the Reserve Banks held this 
view early in 1922, when large increases in holdings of govern- 
ment securities were made. 

Experience soon made clear that such purchases did not 
ordinarily result in increasing the total earning assets of the 
System, but simply changed one kind of earning asset for an- 
other kind. Increases in government securities were offset by 
decreases in bills discounted and bankers’ acceptances. Fur- 
thermore, the yield from the government securities was usually 
less than the yield from loans to member banks, and thus the 
purchase of government securities diminished instead of in- 
creased the earnings of the Reserve Banks. Although the Re- 
serve Banks in the early days sometimes purchased 
government securities for the purpose of supplementing their 
earnings, they have not done so for a number pf years. The 
only times at which the purchase of government securities 
might result in an increase in the earning assets of the System 
and in increased earnings would be when the member banks, 
and particularly the member banks in money centers, were 
substantially out of debt at the Reserve Banks, as in 1934 and 
1935. Moreover, the principle has now become firmly estab- 
hshed that earnings should be subordinate to credit policy. 

How Policy Is Served. — ^What are, then, the purposes to be 
served by these operations from the point of view of Federal 
Reserve policy, since the purchase or sale of securities does 
not ordinarily affect the amount of Federal Reserve credit 
in use? 

Their importance lies usually in their effect upon the 
amount of indebtedness of member banks to the Reserve 
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Banks. By increasing their holdings of government securities 
the Reserve Banks lighten the indebtedness of the member 
banks, and by selling securities they increase this indebtedness. 
The significance of this operation arises from the unwilling- 
ness of the member banks to remain continuously in debt at 
the Reserve Banks. Their lending and investing policy is very 
closely related indeed to the amount of such indebtedness. 
This relationship was illustrated by Diagram 34 in Chapter 
XIV, which showed that interest rates on commercial paper 
have been high when member bank borrowing has been large, 
and low when borrowing has been small. 

The principle of open-market operations may be summar- 
ized by saying that purchases of securities by Reserve Banks 
tend to relieve member banks from debt to the Reserve Banks, 
and lead them to adopt a more liberal lending and investing 
policy. Money rates become easier; bank deposits increase. 
Such purchases tend to create a borrower’s market. Conversely, 
sales of securities by the Reserve Banks increase member bank 
borrowing and lead the banks to adopt a somewhat less liberal 
policy. Money rates grow firmer; bank deposits tend to decline. 
Sales of securities tend to create a lender’s market. 

It can thus be seen that buying and selling securities is not 
only an important independent influence on the credit situa- 
tion, but may be and often has been used as a means of pre- 
paring for discount rate changes and making them more 
effective. For open-market operations serve to increase or de- 
crease the amount of borrowing subject to the discount rate. 
If the member banks are not borrowing, any change of dis- 
count rate is ineffective, except for its psychological influence. 
On the other hand if the member banks are borrowing heavily 
even a small change of discount rate is effective. Thus the 
effectiveness of discount rate changes largely depends upon 
the amount member banks are borrowing. 

The effects of operations at times when member banks in 
principal cities are out of debt are more direct. At such times 
Federal Reserve purchases of securities increase bank reserves. 
Whether or not the increase m bank reserves forms the base 
for a multiple expansion of bank credit depends on many at- 
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tendant circumstances. In 1922 and 1924 such an expansion 
took place; but in the recent depression years much larger 
surplus reserves have had only limited effect in expanding 
bank credit. 

It should be added that the purposes of open-market opera- 
tions have now become so widely recognized that like the dis- 
count rate they have now achieved psychological significance. 
A change in the Federal Reserve government portfolio is inter- 
preted as a signal of a change in policy. 

Organization for Open-Market Operations. — Prior to 1922 
there was no systematic attempt to coordinate the open- 
market operations of the twelve Reserve Banks. Each Bank 
purchased and sold bankers’ bills and government securities in 
accordance with the decision of its own directors, and executed 
these orders through whatever channels it chose. One conse- 
quence of this procedure was constant danger that the Reserve 
Banks would be raising prices against themselves by compet- 
ing with one another in the open market, and, moreover, by 
creating an artificial market for government securities, would 
complicate the Treasury’s program of financing. Because of 
these dangers the governors of the Reserve Banks, at their 
annual spring meeting in 1922, appointed a committee con- 
sisting of the governors of the Reserve Banks of Boston, New 
York, Philadelphia, and Chicago (the governor of the Cleve- 
land Bank was added in October, 1922), whose duty it would 
be to execute purchases and sales of government securities at 
the request of the different Reserve Banks. It was understood 
that all transactions not purely local in character should be 
executed through this committee. 

The organization of the committee was a forward step in 
avoiding competition between the Reserve Banks in the cen- 
tral money market; it did not, however, effect coordination of 
open-market policy. Concerning the relation of the work of 
this committee to the several Reserve Banks the following 
statement was made by Governor Strong of the New York 
Bank before the House Committee on Banking and Currency 
in April, 1926: 
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It is important to know, however, that the supervision of these 
purchases and sales by the committee was not intended and never 
has been intended to extend into any interference with the local 
autonomy of any Reserve Bank, or its relations with its member 
banks, or its dealing in government securities with its member 
banks. It simply had to do, in the first instance, with the execution 
of orders in an orderly way in the open market.^ 

This method of handling System purchases and sales of 
securities was reviewed by the Federal Advisory Council in 
September, 1922, and approved. In October of that year, by 
agreement among the governors of the Federal Reserve Banks, 
the duties of the committee were extended into the field of 
policy, and the committee was asked to make recommenda- 
tions from time to time to the Reserve Banks with regard to 
their purchases and sales of government securities. 

The next important step was taken in the spring of 1923, 
when the Federal Reserve Board reorganized the committee 
procedure by itself appointing an open-market investment 
committee, which consisted of the same members as the com- 
mittee which had been appointed by the governors. In its new 
form the committee carried the additional authority of ap- 
pointment by the Federal Reserve Board. 

The principles to be followed by this committee and the 
terms of its appointment w^ere set forth by the Federal Re- 
serve Board as follows: 

That the time, manner, character, and volume of open market 
investments purchased by Federal reserve banks be governed with 
primary regard to the accommodation of commerce and business, 
and to the effect of such purchases or sales on the general credit 
situation.^ 

That in making the selection of open market purchases, careful 
regard be always given to the bearing of purchases of United States 
Government securities, especially the short-dated issues, upon the 
market for such securities, and that open market purchases be pri- 
marily commercial investments, except that Treasury certificates be 
dealt in, as at present, under so-called '^repurchase” agreement. 

In order to provide for the proper administration of the policy de- 

^U. S. House of Representatives, Committee on Banking? and Currency, 
Stabilization, Hearings . . . 69th Congress, 1st Sess. on HR. 7895, March- 
April, 1926, Part I, p. 311. 

Uhid. 
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fined above, the board rules that on and after April 1, 1923, the 
present committee of governors on centralized execution of pur- 
chases and sales of government securities be discontinued, and be 
superseded by a new committee known as the open market invest- 
ment committee for the Federal reserve system, said committee to 
consist of five representatives from the Federal reserve banks and 
to be imder the general supervision of the Federal Reserve -Board; 
and that it be the duty of this committee to devise and recommend 
plans for the purchase, sale, and distribution of the open market 
purchases of the Federal reserve banks in accordance with the 
above principles and such regulations as may from time to time be 
laid down by the Federal Reserve Board. 

In the autumn of 1923 a still further step in coordinating 
System open-market policy was taken, when arrangements 
were made, with the approval of the Reserve Board and the 
boards of directors of all twelve Federal Reserve Banks, for 
the creation of a System open-market investment account, to 
be increased or decreased by the committee, with the approval 
of the Federal Reserve Board and the directors of the Federal 
Reserve Banks. The holdings in the special investment ac- 
count were to be prorated among the several Reserve Banks 
with due regard to the size of the different banks, their hold- 
ings of other earning assets, etc. 

It was the understanding that this special investment ac- 
count should be used as an instrument for carrying out Fed- 
eral Reserve policy. It offered a more effective means towards 
this end than any operation which involved dealing with se- 
curities held independently by the twelve different banks in 
their own vaults. Changes in the holdings of government se- 
curities by the Reserve Banks since 1923 have reflected largely 
the changes in this special investment account, whereas most 
of the changes before that time represented the individual 
action of the twelve Federal Reserve Banks. 

The practice under this general plan of procedure was for 
the conamittee of five governors to hold meetings in Washing- 
ton, New York, or occasionally Boston, Philadelphia, or Chicago 
several times a year. Any important change in policy was dis- 
cussed at the semi-annual joint conferences attended by the 
Federal Reserve Board and by the governors and chairmen of 
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all Federal Reserve Banks. The conclusions reached by the 
Open Market Committee were embodied in a formal resolu- 
tion, which was submitted to the Federal Reserve Board for 
approval or’ disapproval. Any policy approved by the Board 
was then transmitted to aU Federal Reserve Banks, and the 
boards’ of directors of those banks decided whether or not they 
would participate in the program. Any policy of importance 
was so fully discussed in advance that only rarely did a bank 
decline to participate. Thus every open-market operation of 
any consequence from 1923 to early 1936 received the defini- 
tive approval of the Federal Reserve Board and was subject 
to the choice of each Reserve Bank as to its participation. 

As the result of a growing desire on the part of the Reserve 
Banks not represented on the Open Market Committee to 
participate even more fully in policy decisions, a change in 
the form of organization was made by general agreement in 
the spring of 1930. The following plan was adopted by the 
Conference of Governors meeting at that time with the Fed- 
eral Reserve Board and was approved and put into effect by 
the Reserve Board. 

1. The Open Market Investment Committee, as at present con- 
stituted, jo be discontinued and a new committee, voluntary in char- 
acter, to be known as the Open Market Policy Conference, to be 
set up in its place. 

2. The Open Market Policy Conference to consist of a repre- 
sentative from each Federal Reserve Bank, designated by the Board 
of Directors of the bank, 

3. The Conference to meet with the Federal Reserve Board 
upon the call of the Governor of the Federal Reserve Board or the 
Chairman of the Executive Committee after consultation with the 
Governor of the Federal Reserve Board. 

4. The function of the Open Market Policy Conference to be 
to consider, develop, and recommend policies and plans with regard 
to open market operations. «■' 

5. The time, character, and volume of purchases and sales to 
be governed with the view of accommodating commerce and busi- 
ness and with regard to their bearing upon the credit situation. 

6. The conclusions and/or recommendations of the Open 
Market Policy Conference, when approved by the Federal Reserve 
Board, to be submitted to each Federal Reserve Bank for determi- 
nation as to whether it will participate in any purchases or sales 
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recommended ; any Federal Reserve Bank dissenting from the pro- 
posed policy to be expected to acquaint the Federal Reserve Board 
and the Chairman of the Executive Committee with the reasons for 
its dissent. 

7. An executive committee of five to be selected from and by 
the members of the Conference for a term of one year, with full 
power to act in the execution of the policies adopted by the Open 
Market Policy Conference and approved by the Federal Reserve 
Board, and to hold meetings with the Board as frequently as may be 
desirable. 

8. Each Federal Reserve Bank participating in the Open 
Market Policy Conference to be considered as waiving none of its 
rights under the Federal Reserve Act; each Federal Reserve Bank 
to have the right at its option to retire as a member of the Open 
Market Policy Conference, but each bank while a member of the 
Conference to respect its Conference obligations. 

Besides enlarging the Open Market Committee to include 
representatives of all Eeserve Banks this plan put into written 
form a number of practices which had become established 
through usage. A still further step in giving formal status to 
open market procedure was taken in the Banking Act of 1933, 
which for the first time embodied the major outlines of this 
plan in law. 

Reserve Board regulations issued under this Act cpntinued 
much the same procedure as was outhned above, which had 
already been developed in practice. The principal added fea- 
ture was a restriction of open-market operations undertaken 
by any single Reserve Bank for its own account to emergencies 
unless the operation received the approval of the Federal Re- 
serve Board. 

The four or more meetings a year of the Open Market Com- 
mittee with the Reserve Board in Washington — ^for which the 
legislation provided — ^proved useful for discussions of many 
more general matters of Federal Reserve policy and practice. 
The Executive Committee met every few weeks partly for the 
conduct of open-market operations and partly because it was 
frequently asked to consult with the Treasury on financing ' 
problems. 

Since the principal money market of the country is in New 
York City, the New York Reserve Bank has executed the 
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majority o£ the orders of the committee and the governor of 
the New York Bank has served by election as the chairman 
of the committee in its various forms and also as chairman of 
the Executive Committee. An operating officer of the New 
York Bank has also served as secretary of the committees and 

directed the execution of policy. 

The Banking Act of 1935 has materially changed the operat- 
ing mechanism in the direction of further centralization. For 
the bicameral system of a committee of 12 Bank representa- 
tives and a Reserve Board is substituted a single committee 
composed of the seven members of the Board of Governors of 
the Reserve System and five representatives of the Federal 
Reserve Banks elected by the directors of the Reserve Banks 
in five regions.® The decisions of the committee are final and 
the individual Reserve Banks have no choice but to follow the 
directions and regulations of the committee with respect to 
open-market transactions. This provision went into effect on 
March 1, 1936. 

Another section of the 1935 Act requires that all purchases 
and sales of government securities shall be made in the open 
market. This has the effect of prohibiting transactions direct 
with the Treasury. This clause forbids some transactions 
which have proved useful, such as the purchase on a tax date 
of special one-day certificates of indebtedness described on 
page 117, but ’it provides a safeguard against possible abuse of 
Federal Reserve facilities. It is a logical accompaniment of 
the provisions giving greater power over open-market opera- 
tions to a government board. 

Principal Operations and Their Results. — ^The major 
operations undertaken by the Reserve System in the purchase 
or sale of government securities have been as follows: 

® Section 12 A. (a) “ . . . Such representatives of the Federal Eeserve banks 
shall be elected annually as follows: One by the boards of directors of the 
Federal Reserve Banks of Boston and New York, one by the boards of direc- 
tors of the Federal Reserve Banks of Philadelphia and Cleveland, one by the 
boards of directors of the Federal Reserve Banks of Chicago and Saint Louis, 
one by the boards of directors of the Federal Reserve Banks of Richmond, 
Atlanta, and Dallas, and one by the boards of directors of the Federal Reserve 
Banks of Minneapolis, Kansas City, and San Francisco. An alternate to serve 
in the absence of each such representative shall be elected annually in the 
same manner.” 
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January, 1922 to May, 1922, purchase of $ 400,000,000 

June, 1922 to July, 1923, sale of 525,000,000 

December, 1923 to September, 1924, purchase of 510,000,000 

November, 1924 to March, 1925, sale of 260,000,000 

April, 1926 ■ purchase of ' 65,000,000 

August, 1926 to September, 1926, sale of 80,000,000 

May, 1927 to November, 1927, purchase of 230,000,000 

January, 1928 to April, 1929, sale of 405,000,000 

October, 1929 to December, 1930, purchase of 560,000,000 

June, 1931 to August, 1931, purchase of 130,000,000 

March, 1932 to August, 1932, purchase of 1,110,000,000 

May, 1933 to November, 1933, purchase of 570,000,000 

No change has been made from November, 1933, to the date of writing. 

The purchases in 1922, occurred at a time when business 
was just recovering from the depression of 1921 and when 
agricultural prices were seriously depressed. These purchases, 
together with gold imports, had the effect of enabling member 
banks to reduce their indebtedness at the Reserve Banks from 
over 1 billion to 400 million dollars, and thus put the banks of 
the country in a position to advance funds more freely to their 
customers, and aided in the recovery of business and agricul- 
ture from the conditions of 1921. Since part of the purchases 
occurred when member banks in principal centers were largely 
out of debt to the Reserve Banks and purchases were accom- 
panied by gold imports, there was, following the purchases, 
an increase in the total amount of bank credit in use. The 
purchases were followed by reductions in the discount rates of 
several of the Reserve Banks. 

The sale of securities from June, 1922, to July, 1923, took 
place at a time when business recovery had progressed to a 
point where excesses were beginning to develop, prices were 
rising rapidly, a labor shortage was beginning to be apparent, 
and there was evidence of too rapid expansion in some indus- 
tries. The sale of securities resulted in an increase in the 
direct borrowing by member banks, thus putting upon them 
more largely the responsibility for the amount of credit in use, 
and at the same time the cost of borrowing was raised by in- 
creases in the discount rates of the New York, Boston, and San 
Francisco Reserve Banks. The sales, together witb rate 
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changes, probably aided in giving stability to the situation and 
preventing a period of over-expansion. 

The purchases between December, 1923, and September, 

1924, which -were the jSrst ones to be handled as a part of the 
joint investment account, were made at a time of some busi- 
ness recession and price decline. They were made at a time 
also when certain of the European countries were beginning 
to consider the return to the gold standard. It was believed 
that this attempt, the success of which would benefit the 
United States with the rest of the world, would be consider- 
ably furthered by moderately easy money conditions in the 
United States. The purchases during 1924 had the effect of 
reducing the amount of indebtedness of member banks at the 
Reserve Banks, particularly in principal cities. Simultaneously, 
a number of the Reserve Banks lowered their discount rates. 
This made it possible for the member banks to extend credit 
more freely and money conditions were consequently easy. As 
in 1922, there was a considerable increase in the total volume 
of credit. 

The sale of securities between November, 1924, and March, 

1925, was made at a time when business was at a high level, 
speculation was active, and prices were rising. It had the ef- 
fect of ificreasing somewhat the responsibility of the member 
banks for the current amount of bank credit in use, and led 
the way to an increase of the discount rate by the New York 
Reserve Bank. 

The purchase and sale in 1926 were smaller in amount but 
occurred under circumstances somewhat similar to those de- 
scribed in the preceding paragraphs. 

The purchase between May and November, 1927, is one 
around which considerable controversy has arisen. Because of 
lack of adequate understanding the impression has been cre- 
ated by some commentators that this purchase was solely di- 
rected towards aiding Europe towards the restoration of the 
gold standard. It is true that Europe appeared to be in a 
critical final phase of the restoration of monetary stability. 
The French revaluation had not taken place but appeared 
probable. The American position was so influential abroad, 
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especially since Europe’s gold was flowing here in a steady 
stream, and the restoration of world stability was deemed so 
important to America, that the Reserve System sought the 
fullest information as to conditions abroad by inviting to the 
United States representatives of various European central 
banks. 

Dr. G. Vissering, President of the Netherlands Bank and 
Mr. G. Bachmann, President of the Swiss National Bank were 
visitors in March; Mr. Montagu Norman, Governor of the 
Bank of England, Dr. Hjahnar Schacht, President of the 
Reichsbank, and Mr. Charles Rist, Vice Governor of the Bank 
of France were here in July; and Mr. Louis Franck, President 
of the National Bank of Belgium visited the United States in 
September. 

The information these gentlemen brought had some weight 
in the decisions reached. But there were other important cir- 
cumstances. Wholesale prices had been declining steadily in 
the United States for two years and the decline had amounted 
to about 10 per cent. There was a sharp decline in business 
activity and apprehension of further decline. It was under 
these circumstances that a policy of buying securities was dis- 
cussed at a joint conference of governors and chairmen of all 
Federal Reserve Banks in May and was formally approved by 
the Federal Reserve Board. In the late summer and early 
autumn the discount rates of several of the Reserve Banks 
were reduced from 4 to 3V^ per cent. 

Partly due no doubt to the action taken, the economic situa- 
tion was reversed rapidly. Business stopped declining and 
started up, wholesale prices steadied, the gold movement 
changed from imports to exports — ^and with it all security 
prices began to climb and to use more credit in the process. 

This rise in security prices and the attendant credit expan- 
sion became in succeeding months a dominating influence in 
the country’s economy. The next open market operation was 
a sale of securities to deal with this situation. Through Federal 
Reserve sales of securities, gold exports, and credit expansion 
the member banks had by the middle of 1928 been placed 
under the pressure of a billion dollars of debt to the Reserve 
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Banks. But the sale of practically all the securities held by 
the Reserve Banks, together with three discount rate increases 
in New York and others elsewhere, proved only partly effective 
at home and attracted more funds from abroad, and the specu- 
lation moved forward to its climax in 1929. 

As soon as the break occurred in the fall of 1929 the System 
acted to relieve the pressure for liquidation. Huge purchases 



DIAGRAM 37 — TIMING OF PURCHASES AND SALES OF GOVERNMENT SECURI- 
TIES AND DISCOUNT RATE CHANGES COMPARED •WUTH CHANGES IN THE VOL- 
UME OF INDUSTRIAL PRODUCTION. 


of securities from 1929 to 1933 were directed first towards 
making available funds which member banks might use to 
get out of debt and secondly, and later, towards creating some 
surplus of reserves, which might exercise a positive pressure 
towards credit expansion. Purchases towards these ends to- 
taled altogether over two billion dollars. Security holdings 
remained unchanged in amount through 1934 and 1935. 

The general timing of open-market operations since 1922 
in their relation to the country’s economic life is illustrated 
in Diagram 37 in which shaded areas indicate the times when 
purchases or sales of securities were being made, and the solid 
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line shows the movements of an index of industrial activity. 
The diagram shows that purchases of securities have always 
been made in times of business recession and have usually 
been accompanied by discount rate reductions. Sales of securi- 
ties have been made at times of business activity and have 
usually been accompanied by discount rate increases Thus 
Federal Reserve policy has been a compensating influence di- 
rected towards greater business stability. 

Diagram 37 of course shows only one measure of the varied 
economic changes to which open-market policy was related. 
An attempt is made in Diagram 38 to show some of the other 
phases of the background panorama. On the basis of these ad- 
ditional data the generalizations made above may be broad- 
ened by saying that purchases of securities have been made at 
times of business recession, decliaing prices, heavy member 
bank debt, and declining or stagnant credit volume, and that 
purchases have usually been accompanied and followed by a 
reduction in member bank debt, reduction in interest rates, 
increased volume of credit, steady or rising commodity prices, 
and at times by business recovery. 

Sales of securities have been made at periods of active busi- 
ness, rising prices, and expanding credit and have been fol- 
lowed by increases in member bank borrowing, higher interest 
rates, a check in credit expansion, and often a moderation in 
business expansion. 

Perhaps the most striking feature of this whole experience, 
however, is the difference in the effectiveness of open-market 
operations in the earlier and the later parts of the period. 
From 1922 through 1927 the response of the economic or- 
ganism to relatively small changes in Federal Reserve policy 
was extraordinary. But in 1928 and 1929 and later in the de- 
pression even the most vigorous measures taken by the Re- 
serve System had relatively little effect. Member bank 
borrowing, interest rates, and the growth of bank credit did 
indeed respond in a measure but these in their turn failed to 
influence the country’s economy. The expansion of bank credit 
was cheeked in 1928 and 1929, but other lenders appeared and 




DIAGRAM 38 — ^\^OLTJME OF DISCOUNT AND OPEN-MARKET OPERATIONS AND 
SOME OF THE RELATED ECONOMIC MOVEMENTS. 




252 


THE RESERVE BANKS 


the increased rate of turnover or “velocity” of bank credit 
made up for lack of growth in volume. 

In the depression bank credit failed to respond vigorously 
even to large surplus reserves, and to the extent that addi- 
tional credit was created its effectiveness was reduced by 
dow velocity. AU of this will be discussed more fully later and 
it is sufficient to point out here that a bank of issue is not 
omnipotent. The effectiveness of its policy operations is de- 
pendent on a wide range of surrounding circumstances includ- 
ing economic psychology, the character of the banking system, 
governmental policy, etc. Federal Reserve policy is no substi- 
tute for a sound economy. 

Other Operations. — ^In. addition to the open market opera- 
tions for executing general credit policy, which have been 
discussed in the preceding pages, purchases and sales of gov- 
ernment securities for the special investment account have 
been made in small amounts and for brief periods, to exercise 
a stabilizing influence in the money market. 

One illustration of this type of operation has been the oc- 
casional purchase of securities for the special investment ac- 
count over the last week of the year, when there is an 
unusually heavy demand for funds, and the sale of these se- 
curities after the turn of the year. The purchase of 50 to 100 
millions of securities in the last week of December has had at 
times the effect of putting funds into the money market to 
meet the extraordinary demands of that season and so pre- 
venting too great stringency; and the later sale of these se- 
curities in January has had the effect of absorbing in part the 
return flow of currency from circulation and the transfer of 
funds from the interior to the money centers. The purchase or 
sA of securities has also been made at times to neutralize 
effects on the money market of unusually large or sudden gold 
movements. 

But open market operations find their major use as one of 
tibfe most effective instruments of the Reserve System in its 
efforts towards creating monetary conditions which will favor 
economic stability. 
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SUMMARY 

1. While the Federal Reserve Act gives the Reserve Banks 
broad powers to deal in the open market, in practice the ma- 
jority of operations have been in bankers’ acceptances and 
government securities; and open market policy has found 
expression largely in purchases and sales of government 
securities. 

2. Purchases or sales of government securities by the Reserve 
Banks do not ordinarily increase or diminish the amount of 
Reserve Bank credit in use, for they are usually offset by 
changes in member-bank borrowing and acceptances owned. 

3. Purchases of government securities do not ordinarily in- 
crease the earnings of the Reserve Banks, because pur- 
chases are offset by declines in other earning assets. 

4. The effectiveness of purchases and sales of government se- 
curities as an instrument of policy lies usually in their in- 
fluence on the indebtedness of member banks at the 
Reserve Banks. Purchases enable member banks to pay off 
loans and thus tend to make money easier; sales lead banks 
to borrow more heavily and thus tend to make money 
firmer. Government security transactions supplement and 
enforce discount policy. 

5. Coordination of System open market operations has been 
secured through a Federal open-market committee com- 
posed at first of governors of Federal Reserve Banks but 
now composed of the 7 members of the Board of Governors 
of the Reserve System and 5 representatives of the Re- 
serve Banks. 

6. Purchases of government securities have been made in peri- 
ods of business recession and price weakness, and have 
usually been followed by the credit conditions which may 
be described as a borrower’s market. 

7. Sales of government securities have been made in periods 
of active business, rising prices, and heavy speculation, and 
have usually been followed by the credit conditions which 
may be described as a lender’s market. 

8. During the years 1922 to 1927 money conditions and bank 
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credit proved quickly responsive to open-market operations 
but from 1928 to 1935 even larger operations produced 
much smaller results. The effectiveness of operations clearly 
depends on general economic conditions. 

9. Aside from operations as matters of general credit policy, 
purchases and sales of securities have been made at times 
to stabilize the money market against unusual temporary 
disturbing influences such as the year-end stringency. 



CHAPTER XVI 


Other Instettmehts op Policy 

P RECEDING chapters have discussed the two principal 
methods by which Federal Reserve policy finds expression 
— the discount rate and open-market operations. This chapter 
will deal with two other policy instruments which have been 
used in the past and two new instruments created by recent 
legislation. These are: 

Direct dealing with individual banks. 

Publicity. 

Changing member bank reserve requirements. 
Adjusting margin requirements on security loans. 

Direct Dealing with Individual Banks. — ^Discount rate 
and open-market operations are impersonal and general, but 
the adjustment of credit to trade is in practice personal and 
individpal. The volume of bank loans is decided when bankers 
and business men sit down together and agree on a line of 
credit. In somewhat the same way the amount of Federal 
Reserve credit in use is determined when the member banks 
come to the Reserve Banks for funds. It is, therefore, natural 
that many people familiar with the bank and customer rela- 
tionship should think of the direct contact of Reserve Banks 
and member banks as offering the best opportunity to control 
the total amount of Federal Reserve credit. The reasons why 
this apparently simple and direct means of credit control, 
known at times as “direct action,” has not in fact proved very 
effective were set forth in Chapter IV. The gist of the matter 
is that the Reserve Bank officials would find it in practice 
almost impossible to ration credit between member banks. By 
the nature of the case the relationship of Reserve Bank and 
member bank is quite different from, and more impersonal 

2S5 
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than, the relation between the commercial bank and its 
customer. 

Borrowing is, with certain limitations, a right of the member 
bank, and most borrowing goes forward in course' without in- 
volving any special question of policy. It is the duty of a 
Reserve Bank to see that the paper offered it conforms' to the 
technical provisions of law with respect to eligibility, and to 
see that it is good, that it wiU be paid at maturity. The 
further responsibilities of the Reserve Banks as set forth in 
the annual report of the Reserve Board for 1926, quoted in 
Chapter IV, relate to the prevention of the abuse of the bor- 
rowing privilege by banks which borrow more than their share 
of Federal Reserve funds. The more recent legislation adds a 
further objective to lending policy; “the maintenance of sound 
credit conditions, and the accommodation of commerce, in- 
dustry, and agriculture;” and loans may be refused any bank 
which is making undue use of bank credit “for the speculative 
carrying of or trading in securities, real estate, or commodities, 
or for any other purpose inconsistent with the maintenance of 
sound credit conditions.”^ 

These provisions make clearer the responsibility and power 
of the Reserve Banks for dealing with that limited number of 
members which are clearly abusing the borrowing prmlege by 
using Federal Reserve credit for too long periods or in too 
large amounts or are obviously expanding credit for specula- 
tive purposes too freely. The correction of these cases of abuse 
is an influence of some importance in maintaining a sound 
credit situation; but it is easy to overemphasize this impor- 
tance. “Direct action” is a method adapted to dealing with a 
few banks obviously borrowing too freely. To attempt to apply 
it more generally would involve endless controversy as to what 
constitutes “undue use of bank credit,” and would place the 
Reserve Banks in a position of assuming responsibility for the 
management of member banks. 

While the limitations which have been noted stand in the 
way of effective control of the volume of credit through the 

* Section 4, paragraph 8, of the Federal Reserve Act as amended by the Bank- 
ing Act of 1933. 
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power to grant or deny loans, the Reserve Banks may at times 
exercise an important influence on the general credit situation 
through the informal suggestions which they may make to 
bankers. Thfe Reserve Banks, as impartial, non-profit-making 
organizations, in some sense instrumentalities of the govern- 
ment, Occupy in each district a position of some authority and 
their suggestions to bankers are treated with considerable re- 
spect, somewhat as are the views of the banks of issue in other 
countries. The informal influence which they exercise in this 
way may at times prove more important than their formal 
action under the law. It is an influence to be exercised with the 
utmost discretion and would vanish with excessive use. 

Publicity. — At times the views of the officials of the Fed- 
eral Reserve System with respect to financial conditions have 
been made public through the official publications of the Sys- 
tem or through other forms of public statement. These state- 
ments have sometimes constituted an iustrument of policy 
fully as effective as specific action which might be taken. The 
statement issued by the Reserve Board in February, 1929, 
watomg against the excessive use of credit for security specu- 
lation, *was an example of this sort. Here again the effective- 
ness of "the instrument has depended upon the rarity of its 
use. No body of men is wise enough to rule the complicated 
financial affairs of this country through oracular pronounce- 
ments. Ordinarily the most effective way for a bank of issue 
to make known its views is by its action through discount 
rates, open-market operations, etc. This is partly because it is 
much easier for any group of responsible men to agree upon 
what to do, than to agree upon a statement of wffiy they did 
it; so that the action taken by public or semi-public bodies is 
at times wiser than the avowed reasons for the action. 

In an earlier chapter^ the provisions of the Banking Act of 
1935 with regard to publicity on reasons for Federal Reserve 
policy action were described. Since the publication of reasons 
will ordinarily take place some time after the event, this pro- 
vision of law is likely to prove more potent in its effect on 
^ Chapter XIV, p. 222. 
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tibose who make the decisions and have to justify them in this 
manner, dian as a direct influence on the credit situation. 

But aside from policy statements the Reserve System has 
also exerted an influence through its publication of a wide 
range of information, not only concerning the Federal Reserve 
System itself but credit and business conditions. The iveekly 
published statement of the condition of the Federal Reserve 
System is one of the most complete and revealing statements 
publidied by any bank of issue in the world, and in addition 
the Board of Governors publishes in weekly form a report of 
the condition of member banks in principal cities, and reports 
of the volume of bank transactions in principal centers 
throughout the United States. Daily reports of gold exports 
and imports at New York and daily foreign exchange rates at 
New York are released by the New York Reserve Bank. The 
Board of Governors publishes a monthly bulletin containing 
a comprehensive review of credit and business conditions and 
each of the twelve Federal Reserve Banks publishes a brief 
monthly review of conditions in its own district. Copies of 
these publications are available not only to the member banks, 
but to the general public as well and have wide circulation. 
The availability of this information may well prove in the 
long run as important a factor making for financial stability 
as discount or open-market policy. 

Changing Reserve Requirements. — When the so-called “in- 
flation amendment” to the Agricultural Relief Act was passed 
in May, 1933, providing for revaluing the dollar, printmg 
greenbacks, or expanding Federal Reserve purchases of gov- 
ernment securities, the Congress appended to this bill a clause 
creating a new method of control over some of the possible 
consequences of the inflationary provisions of the bill. The 
method of control was to change the amount of reserves which 
member banks were required by law to carry in Federal Re- 
serve Banks. The inflation provisions of the bUl if put into 
effect would increase member bank reserves by many billions 
of dollars. By increases in reserve requirements some of these 
additional reserves could be absorbed when necessary and thus 
be prevented from forming a basis for expansion of bank credit. 
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The section of the bill conferring these powers was in the 
form of an amendment to the Federal Reserve Act and read 
as follows: 

Notwithstanding the foregoing provisions of this section, the Fed- 
eral Reserve Board, upon the affirmative vote of not less than five 
of its niembers and with the approval of the President, may declare 
that an emergency exists by reason of credit expansion, and may by 
regulation during such emergency increase or decrease from time to 
time, in its discretion, the reserve balances required to be main- 
tained against either demand or time deposits. 

As further consideration was given to the terms of this bill 
after its passage, certain defects became obvious. Before ac- 
tion could be taken the President would have to declare that 
an emergency existed by reason of credit expansion. The barn 
door could thus be locked only after the horse was stolen. 
Action to be effective should be taken before credit expansion 
had created an emergency. Moreover, any President would 
hesitate about declaring that an emergency existed. There is 
no way to create an emergency faster than to make such an 
announcement. 

In the light of these difficulties the Banking Act of 1935 

included a revision of the power to alter reserves, as follows: 

• 

Notwithstanding the other provisions of this section, the Board 
of Governors of the Federal Reserve System, upon the affirmative 
vote of not less than four of its members, in order to prevent in- 
jurious credit expansion or contraction, may by regulation change 
the requirements as to reserves to be maintained against demand 
or time deposits or both by member banks in reserve and central 
reserve cities or by member banks not in reserve or central reserve 
cities or by all member banks; but the amount of the reserves re- 
quired to be maintained by any such member bank as a result of 
any such change shall not be less than the amount of the reserves 
required by law to be maintained by such bank on the date of 
^ enactment of the Banking Act of 1935 nor more than twice such 
amount. 

Thus the power to alter reserves was placed in the Board 
of Governors of the Reserve System without action by the 
President, and preventive rather than curative action was 
contemplated. The amount of increase was limited to 100 per 
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cent, to relieve possible apprehension of too severe action 
which might be a deterrent to the use of then existing excess 
reserves. The character of increases was also more closely- 
prescribed. 

Through this legislation a new and hitherto untried in- 
strument of bank of issue policy has been created. Soihe such 
instrument was essential, for gold revaluation, gold imports, 
and issues of silver certificates have created, and are stiU cre- 
ating, a volume of bank reserves quite unmanageable by the 
ordinary methods of control. As this is written, early in 1936, 
excess reserves are considerably larger than all the government 
security holdings of the Reserve Banks. These entire govern- 
ment holdings could be sold without absorbing all the excess 
; reserves. The problem is simple; the bank of issue must have 
a sponge big enough to absorb all the excess reserves before 
it can gain any real control over credit. If excess reserves were 
to continue to increase as rapidly as in 1934 and 1935, on top 
of present reserves, they might easily reach an amount even 
larger than could be controlled by a 100 per cent reserve in- 
crease plus a complete sale of government securities, especially 
if the Treasury should put to use any considerable amount 
of the Stabilization Fund. 

But, there is also a question in management. The surplus 
of reserves is not distributed evenly among the banks of the 
country — some banks have more excess, some less; a few have 
none. When reserve requirements are increased some banks 
will be hit much harder than others. It will be difficult to 
raise reserve requirements high enough to mop up a substan- 
tial part of the excess reserves without embarrassing some 
banks. But despite these limitations the power is a most use- 
ful addition to the System’s mechanism for credit control, es- 
pecially as a means for dealing fundamentally with the large 
excess of reserves created by the extraordinary events of the 
depression emergency. 

Control of Loans on Securities. — Economic fluctuations in 
this country have frequently been accentuated by security 
speculation. This was especially true in the expansion of 1928 
and 1929 and the subsequent depression. The ills of that pe- 
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riod may perhaps be laid more specifically to security specu- 
lation than to any other single cause, though this distinction 
might be disputed by speculation in real estate. It was natural 
that when the causes of the depression were examined and 
the remedies sought, they should include means for checking 
security speculation. The proposals finally embodied in law 
are contained principally in three Acts: The Banking Act of 
1933, the Securities Act of 1933, and the Securities Exchange 
Act of 1934. 

The Banking Act of 1933 made two principal approaches 
to the problem. First, it divorced the business of handling 
new issues of securities, except for government and municipal 
issues, from the banks of the country, both by forbidding the 
banks to underwrite such issues and by divorcing from the 
banks their security aflSliates. Second, it placed certain re- 
strictions on the availability of credit for carrying securities. 
Several sections of the Act, as noted earlier, empower the 
Reserve Board and banks to curtail the use of Federal Re- 
serve credit by banks which in the judgment of Federal 
Reserve officials may be making credit too freely available for 
security speculation. The Act also prohibits member banks 
from acting as the agents of corporations and individuals in 
the makhag of loans on securities — Sloans which in the past 
have been classified as “loans for account of others.” While, 
as was indicated before, the provisions curtailing Federal Re- 
serve credit to banks which may be lending unduly for specu- 
lative uses will be exceedingly difficult to administer, the pro- 
hibition upon “loans for account of others,” probably checks 
a serious abuse. The accompanying diagram shows the extent 
to which increases in prices of equity securities in the boom 
years of 1928 and 1929 were supported by these loans. Their 
existence constituted a major impediment to the effective- 
ness of Federal Reserve policy in dealing with the expansion 
during this period. Member bank security loans, both to 
brokers and to private customers were under reasonable con- 
trol but these loans by others were quite out of control. 

The Securities Act of 1933 was confined to dealing with a 
single problem, that of new issues, and set up a mechanism 
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by which new issues of securities, except for certain exempted 
classes which were already subject to the supervision of some 
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DIAGRAM 39 — ^INCREASES IN SECURITY PRICES IN THE BOOM TEARS OP 1928 
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government agency, might be placed under regulation which 
would insure the disclosure of full information about each 
issue. 

The Securities Exchange Act of 1934 was directed toward 
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the regulation of securities exchanges and was designed to 
avoid manipulation and other improper practices, to insure 
full disclosure of information as to securities dealt in, and fi- 
nally, to restrict the amount of credit used in carrying securi- 
ties. The last of these three was perhaps the most important, 
for excesses in the security markets have fed upon the use 
of credit. The stock exchange mechanism in this country has 
provided perhaps a freer use of credit for security speculation 
than exists in any other country. This free use of credit has 
encouraged the upward swing of prices in times of expansion, 
and, on the other hand, the calling of loans when prices de- 
cline has accentuated liquidation. Under the Securities Ex- 
change Act the Board of Governors of the Federal Reserve 
System was given authority to “prescribe rules and regulations 
with respect to the amount of credit that may be initially 
extended and subsequently maintained on any security (other 
than an exempted security) registered on a national securities 
exchange.” Because of the great influence of security specu- 
lation upon business movements in the United States, this 
new power given to the Reserve System constitutes an impor- 
tant additional instrument of control. It is a form of control 
which differs from most of the policy instruments of the Sys- 
tem in the directness with which it is related to the specific 
uses of credit. It is a form of “direct action” but a form so de- 
fined and specific as to be much more practical and effective 
than any general attempt at direct action, such as has been 
discussed previously. 

Under this provision of law the Reserve Board has drawn 
up regulations prescribing margins for brokers’ loans to their 
customers, has set up an administrative oflSice, and has ar- 
ranged for periodical reports to keep itself informed. This 
procedure has been established without apparently any se- 
rious interference with the normal legitimate operation of the 
security markets. Similar regulations for bank security loans 
have also been issued. How effective this type of control is 
destined to be is, of course, as yet problematical. It is a form 
of control which is in some degree paternalistic and restrictive, 
but speculation in securities had proved itself so destructive 
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of economic stability in this country that some vigorous form 
of control of this sort appeared to be necessary. The legisla- 
tion has placed upon the Reserve System a responsibility 
which is likely to prove onerous, for the System will find 
itself at times required by circumstances to take action which 
will directly and immediately infiuence the profits and even 
solvency of considerable groups of people. But it seems safe 
to predict that, whether or not this particular form of con- 
trol proVes desirable and feasible, some mechanism will be 
found for restraining the excessive use of credit in security 
speculation. 

Distribution of Powers. — Before concluding this descrip- 
tion of Federal Reserve powers for the control of credit it may 
be well to note the way in which these powers are distributed 
among the several parts of the Federal Reserve System: 


Powers 

Discount rates 

Open market operations 

Direct dealing with individual 
banks 

Publicity 

Changing member bank reserve 
requirements 

Adjusting margin requirements 
on security loans 


Determined by 

Reserve Banks and Board of 
Governors 

Federal Open Market Committee 

Federal Reserve Banks, with some 
checks by the Board of Gov- 
ernors 

Board of Governors and. Reserve 
Banks 

Board of Governors 

Board of Governors 


As noted earlier coordination in the use of these powers is 
effected through joint conferences of the Board of Governors 
with the Presidents of the Reserve Banks, through the Open 
Market Committee, and through frequent informal contacts. 

The possession of new powers under recent legislation has 
introduced a number of complications which should be noted 
in passing. When any one of the several policy-forming bodies 
in the Federal Reserve System sits down to plan a course it 
now has to consider a larger number of alternative sorts of 
action. The difficulty is thus increased of obtaining whole- 
hearted agreement on any single course of action. This ques- 
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tion indeed goes beyond the interior mechanism of the Fed- 
eral Reserve System, for every policy decision is in some sense 
political in the broadest meaning of the word. Like other pub- 
lic bodies the Federal Reserve System requires for full effec- 
tiveness of action the general sympathy and support of a sub- 
stantia.1 body of public opinion. The more alternative forms 
of action are available, the harder it is to be sure of public 
understanding and public support. 

Another sort of complication arises from the nature of some 
of the new methods. The System’s powers may be broadly 
classified into two general sorts: on the one hand, powers to 
deal with the whole credit situation, which include the dis- 
count rate, open-market operations, and the adjustment of 
reserve requirements; and on the other hand, powers to deal 
with specific situations, which include direct dealing with in- 
dividual banks (or “direct action”) and the adjusting of 
margin requirements on security loans. The first of these two 
groups of powers is within the field of the traditional func- 
tion of a bank of issue, which is to infiuence the volume and 
price of credit in general. The other group is more direct and 
more specific. Recent legislation has added new powers to 
each group, and in so doing has tended to complicate the old 
question discussed in Chapter IV of whether wholesomeness 
of a credit situation can be restored by dealing with a few spe- 
cific instances of abuse, or whether more general action is 
necessary. 

This chapter should not be concluded without a further re- 
minder that recent legislation has placed added powers to in- 
fluence the credit situation in the hands of the Treasury, as 
described earlier. The coordination of Federal Reserve and 
Treasury action is a part of the problem just described. 

SUMMARY 

1. There are four other major policy instruments besides the 
discount rate and open market operations: 

a. Direct dealing with individual banks. 

b. Publicity. 
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c. Changing member bank reserve requirements. 

d. Adjusting margin requirements on security loans. 

2. Direct dealing with individual banks, known as “direct ac- 
tion” is not an effective method for controlling the general 
volume of bank credit; but it is an effective method for 
dealing with the limited number of banks which tend to 
abuse the borrowing privilege. Recent legislation has 
strengthened the power of the Reserve System for handling 
these cases. 

3. The Board of Governors and the Reserve Banks, as im- 
partial public bodies, also exercise an important influence 
through their informal suggestions or public statements, 
but this sort of influence owes much of its effectiveness to 
the rarity of its use. 

4. The full publication of economic information by the Re- 
serve System is an influence toward financial stability com- 
parable in importance with specific instruments of policy. 

5. The newly-conferred power of the Federal Reserve System 
to change reserve requirements of member banks consti- 
tutes a necessary power for the fundamental readjustment 
of bank reserves expanded by gold revaluation, gold im- 
ports, and silver legislation. 

6. The power to fix margin requirements for security loans 
made by brokers and member banks is a somewhat pater- 
nalistic power difficult to administer, but is' a logical at- 
tempt to deal with a destructive use of credit in security 
speculation. 

7. New powers of the System have the incidental disad- 
vantage of making more complex the problem of reaching 
policy decisions. 



CHAPTER XVII 


Major Policy Problems 

D uring the twenty-one years the Federal Reserve Sys- 
tem has been in operation the United States has gone 
through two of the most severe credit expansions and con- 
tractions in its history. It was this record which provoked 
the comment recently by a writer in the London Economist: 

The Federal Reserve authorities have never yet been able to con- 
trol an expansion of credit. 

It is pertinent to recall that, when the Federal Reserve 
bill was under discussion in Congress, Ehhu Root, at that time 
a senator and one of the ablest of the opponents of the bill, 
argued that the proposed new banking legislation would launch 
the country on a “career of inflation.”^ 

Any attempt to answer fully the questions raised by these 
two critics of the Reserve System would involve a thorough- 
going analysis of the economic events of the past two decades 
and a critical historical review of the operation of Federal 
Reserve mechanism and policy. That is obviously out of place 
in a book of this character; but the writer cannot resist the 
temptation to include in this chapter a brief outline of the 
principal policy problems which the System has faced in its 
two decades, and the kind of response the System has made 
to these problems. 

At the outset it may be noted that the two great expan- 
sions and contractions which the United States enjoyed and 
suffered were not peculiar to this country. Although the two 
crises were markedly different in type, they were shared by 
many countries. The war expansion was characterized by huge 
swings in commodity prices, almost simultaneous in time 
though differing in amounts between countries. The more re- 
cent boom brought little commodity price rise but an extended 
'Speech in the Senate, December 13, 1913. 
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rise ia stock prices in London, Paris, and Berlin, as well as 
New York, and it brought also simultaneous movements in 
production. In the succeeding depression commodity prices 
dropped, all over the world. The movement of wholesale prices 
and production in five countries is shown in Diagram 40. In 
both periods the general similarities of movement between 
countries are more marked than the differences. Both crises 
were international in scope. 

It should also be noted that the very terms of the original 
Federal Reserve Act created a basis at the outset for added 
expansion; for under the provisions of the Act the legal re- 
quirements for the reserves which member banks had to main- 
tain were greatly reduced. The requirement for New York 
City banks, for example, was reduced from 25 per cent to 18 
per cent of their demand deposits and from 25 per cent to 5 
per cent of their time deposits, and somewhat corresponding 
reductions were made for other banks.^ The result was to 
create immediately large surplus reserves available for em- 
ployment. In 1915, for example, member banks held surplus 
reserves of over $800,000,000. 

Thus the early years of the World War found the monetary 
mechanism of this country all set for an expansion of credit, 
both by reason of the presence of excess reserves and the elas- 
ticity of the new banking system. The possible danger in this 
position was recognized by the Reserve System, and in 1916 
the Federal Reserve Board asked from Congress (but did not 
receive) authority to raise reserve requirements of member 
banks.® A year later, in June, 1917, after the country entered 
the World War, and credit needs had vastly increased, the 
Board recommended, and the Congress voted, an even further 
reduction in reserve requirements.^ Since the excess of reserves 
continued until the United States entered the war, the mem- 
ber banks did not find it necessary to borrow at the Reserve 
Banks until that time; instead they were continuously in pos- 
session of free funds. 

®See Chapter III, p. 30, 

^Annual Report of the Federal Reserve Board, 1916, p. 26, 

nbid„ 1917, p, 12. 








270 


THE RESERVE BANKS 


War and Post-War Expansion and Crisis. — ^For over two 
years before the United States entered the war its industries 
reaped the advantages of war through large exports, while the 
country suffered few of its penalties. In order to pay for muni- 
tions and supplies which they purchased in this country the 
belligerent powers shipped here large quantities of gold and 
sold their own bonds in our markets (in addition to liquidat- 
ing considerable amounts of American securities owned by 
their nationals). These forces, together with a world- wide 
price increase, added to an already abnormally large supply 
of excess bank reserves, conduced to an expansion of credit 
and a price rise here, which by April, 1917, had lifted whole- 
sale commodity prices 64 per cent above the 1913 level. 

When this country entered the war further expansion of 
credit became almost inevitable. The demands for goods and 
services were very great; the expenditures of war were so enor- 
mous and so sudden that it would have been next to impos- 
sible to meet them from taxation alone. Hence the war was 
financed by bond sales supported by increases in bank credit. 

Under the Reserve System with its great power of elasticity 
the war credit expansion proceeded without any automatic 
checks. The United States was not forced to resort, las were 
many other countries more deeply engulfed by the war, to 
emergency methods of financing such as the issuance of paper 
money by the government or direct government borrowing 
from the bank of issue. Nevertheless, in this country as else- 
where, the expansion of credit and rise in prices continued 
many months after the end of the war, though the expansion 
was less severe here than in other countries. 

From the purely economic viewpoint the Federal Reserve 
System should have acted more promptly and vigorously in 
checking the post-war expansion. What interfered was gov- 
ernment financing. The great Victory Loan, to pay for the 
final costs of the war, was not sold until May, 1919, and the 
Treasury believed it had a substantial commitment to keep 
money relatively easy for some months after the sale of the 
Victory notes, which many had purchased on the instalment 
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plan or by borrowing from banks. For this reason discount rate 
increases were postponed. Much the same thing was happen- 
ing in other countries as well.® 

The Reserve System did attempt to deal with the situa- 
tion, first by warnings and attempts to curb loans for “non- 
essential” uses, which proved ineffective, and finally by dis- 
count rate action which was begun in the autumn of 1919, 
and followed up with vigorous rate increases early in 1920. 
While credit expansion continued until late 1920, the price 
and business boom reached its peak and began to subside be- 
fore the middle of 1920, and depression ensued. Not unnatu- 
rally public opinion which at such times is always strong and 
often uninformed, placed blame in the wrong place, and the 
agricultural bloc in Congress attacked the so-called Federal 
Reserve deflation policy of 1920. The real responsibility, to 
the extent that the situation was at aU subject to control, lay 
largely in those events and policies which induced the boom 
and allowed it to go as far as it did. 

The political attacks on the Reserve System for its energy 
in raising the discount rate in 1920 had unfortunate results. 
Governor Harding of the Federal Reserve Board was not re- 
appointed when his term expired in August, 1922. At later 
periods'when vigorous Federal Reserve action was again nec- 
essary the political reaction of 1920 and 1921 was a spectre 
in the background. 

One broad conclusion which may be drawn from the war 
and immediate post-war expansion and subsequent deflation 
is that in time of war no bank of issue can be independent 
in its policy. The country’s whole energies are devoted to win- 
ning the war, and all else must be subordinate. At the end of 
a war it is difficult for a bank of issue to recover its proper 
measure of independence, and the Reserve System had no 
prewar experience, tradition, and prestige. Some of these same 
considerations apply to the place of the bank of issue at a 

®For a nearly contemporary review of the policy of this period see Gov, 
Benjamin Strong’s testimony before the Joint Commission of Agricultural In- 
quiry, August 2-11, 1921, quoted in Burgess ed., Interpretations of Federal 
Reserve Policy in the Speeches and Writings of Benjamin Strong, Harper & 
Brothers, New York, 1930, pp. 68-138. 
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time when a country is striving for recovery from severe de- 
pression. 

The Gold Problem. — ^The recent crisis may be said to have 
had its roots ia gold; m fact the whole episode, iu one of its 
aspects, was a demonstration that too much gold may be just 
as disastrous to a country as too little. Before the end df 1920 
gold began flowing to the United States in a steady stream. 



DIAGRAM 41 — ^YEARLY NET IMPORTS AND EXPORTS OP GOLD SINCE 1873. 

In the year 1921 net gold imports amounted to over $660,000,- 
000, and from the middle of 1920 to the middle of 1927 totaled 
over $1,700,000,000, which was added to a gold stock already 
considerably expanded from 1915 to 1917. A comparison of 
this movement with previous experience is shown in Diagram 
41. Every policy of the Reserve System during the period was 
forced to give consideration to gold movements. 

As economists here and abroad saw this gold sweeping to 
our shores they freely predicted a price inflation in this coun- 
try, and were greatly surprised at its nonappearanee. Even 
much smaller movements had inevitably in the past found 
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their reflection in inflationary results of one sort or another. 
The belief in the dangers of this movement was shared by the 
Federal Reserve authorities, for in this country as elsewhere 
the link between gold and bank credit had always been close, 
and prices in turn had been related to the growth in credit. 
The hfstorical relationships are shown in Diagram 42 for the 



DIAGRAM 42 — ^BEFORE THE ESTABLISHMENT OF THE FEDERAL RESERVE SYS- 
TEM, bane: deposits rested directly on the country’s gold STOCK AND 

BOTH BANK DEPOSITS AND PRICES PELT THE IMPACT OP CHANGES IN THE 
GOLD STOCK. 

United States. They parallel a like relationship in many other 
countries. 

The relationships since 1914 between gold, credit, and prices 
are shown in Diagram 43. What was not generally realized, 
and what is clear from this diagram, was that the establish- 
ment of the Reserve System was making an important change 
in these relationships. From 1917 on there was less corre- 
spondence than formerly between the changes in the stock 
of gold in the country and the changes in bank deposits, al- 
though the country during the entire period remained on a 
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gold basis. The explanation of this economists’ enigma is found 
in the use of Federal Reserve credit. In 1917, when war de- 
mands for credit and currency called for increases in bank re- 
serves, the banks began to supplement their reserves by bor- 
rowing from the Federal Reserve Banks. The balances at the 



DIAGRAM 43 — SINCE THE ESTABLISHMENT OF THE FEDERAL RESERVE STS- 
TEM, BANK DEPOSITS HAVE RESTED ON GOLD PLUS FEDERAL RESERVE CREDIT, 
AND A CUSHION OF FEDERAL RESERVE CREDIT HAS BROKEN THE IMPACT ON 
BANK DEPOSITS OF CHANGES IN THE GOLD STOCK. THE SHADED PART OP THE 
DIAGRAM REPRESENTS THE TOTAL AMOUNT OP CREDIT EXTENDED AT DIFFER- 
ENT TIMES BT THE RESERVE BANKS. 

Reserve Banks which the member banks obtained by this bor- 
rowing could be counted as reserves, just the same as balances 
created by the deposit of gold. Thus, Federal Reserve loans 
supplemented the gold supply; and the country’s bank de- 
posits rested not on gold alone, but on gold plus Federal Re- 
serve credit. As the war progressed banks borrowed still more 
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largely at the Reserve Banks, and the country’s bank deposits 
rested stiU more largely upon Federal Reserve credit. The use 
of such credit as a supplement to gold was most extensive in 
the autumn’ of 1920, when over three billion dollars of Fed- 
eral Reserve credit was being used as a kind of gold sub- 
stitute: 

Towards the end of 1920 the situation changed abruptly. 
Prices and business activity were moving to lower levels, and 
then deposits and currency in use began to decUne. At the 
same time gold imports began in large volume. As bank loans 
were liquidated, and as currency returned from circulation, 
and gold flowed in from abroad, the member banks, always 
anxious to get out of debt, paid off their loans at the Reserve 
Banks. Thus the new gold was used to pay debts, not to create 
new ones; it was not made the basis for credit expansion. 

In other words, during this period, from 1917 to the end 
of 1921, Federal Reserve credit acted as a kind of cushion be- 
tween gold movements and bank deposits. It broke the impact 
of gold exports or imports upon bank credit. The power of 
the Reserve System to offset the influence of the gold imports 
which began during this crucial period depended upon the 
existence of a volume of Federal Reserve credit outstanding, 
which cbuld be liquidated in an amount equal to gold im- 
ports. Thus the early part of the gold flow was robbed of its 
immediate inflationary qualities without much difficulty, be- 
cause the member banks were heavily in debt to the Reserve 
System and they used the incoming gold to pay off their debts. 
But this process had definite limitations, and it was clear that 
sooner or later, when most of the banks ceased to be in debt, 
the old economic law would work and a continued gold flow 
would brmg about inflationary results. 

Dilemma of Credit Policy. — These abnormal gold move- 
ments resulted from the disorganization of world trade and 
finance. The gold flowed to this country largely because of the 
relative strength of the position of the United States in a dis- 
ordered world. As a result of the war most of the other major 
powers had been driven off the gold standard. Germany was 
in the chaos of monetary inflation and its results. The repara- 
tions problem was unsettled. It was but natural that funds 
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should flow from all over the world to the United States, 
which had come through the war so little scathed, and which 
was experiencing a more prompt recovery than almost any 
other country. A continued — and destructive — ^gold flow to the 
United States could be stopped only by the reestablishment 
of economic and monetary stability throughout the world. It 
was because of these considerations that throughout this pe- 
riod the Reserve System followed with the greatest of interest 
developments in other countries, and its policies were in part 
directed towards assisting in world monetary stabilization. 

In adjusting their policies to gold movements the Federal 
Reserve authorities faced a constant dilemma. There was al- 
ways danger that the gold stored in the Reserve System and 
the gold constantly arriving might be used for a credit infla- 
tion. This was a situation calling for high discount rates, made 
effective by open-market operations. But there was also a 
constant threat of additional gold imports, particularly at times 
when money rates were firm, and money markets here at- 
tractive to international funds. Additional gold imports would 
not only increase the danger of inflation here, but would also 
draw gold from countries, often already suffering from shortage 
of funds, at times when world business recovery was hanging 
in the balance. This situation called for low discount rates and 
an easy money policy that more gold might not be attracted 
here. Credit policy had to thread its difficult^ way between 
these two opposite necessities — ^high enough rates to avoid in- 
flation, and low enough rates to avoid attracting more gold — 
while at the same time it strove to adapt itself to changing 
credit situations here at home. 

In this dilemma it may fairly be said that the Reserve 
System leaned towards the easy money side up to 1928, in 
the belief that low money rates in the United States would 
make it easier for the rest of the world to recover its equi- 
librium, would repel the gold we did not want, and would give 
business and agriculture in this country as easy money as 
was consistent with sound credit conditions. It was recog- 
nized that this policy ran the risk of encouraging inflationary 
tendencies, which it was hoped might be dealt with vigorously 
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as they arose. In these policies the Federal Reserve Bank of 
New York, as the hank in the nation’s money center, often 
took the lead, but none was put into execution without con- 
sultation with and the approval of the Federal Reserve Board 
and a majority of the other Reserve Banks. 

It may well be that if the easy money policy had been car- 
ried a little less far, later speculative excesses might have been 
less extreme and perhaps easier to control. The writer in- 
clines towards that view. But the alternative to what hap- 
pened can never be known. It may be that firmer rates would 
simply have attracted more gold and, while they might have 
postponed, might also have made more violent the explosion 
when it occurred. 

Be that as it may, the policy of this period represented a 
bold attempt at monetary management by weU-informed and 
conscientious men, acting after full deliberation, and dealing 
with a most perplexing situation. It was hoped also that the 
policies followed might facilitate a restoration of the gold 
standard throughout the world under which eventually less 
management would be necessary. 

Restoration of the Gold Standard. — ^The financial disorder 
which brought so much gold was a disrupted world economy 
which found expression in unstable currencies. It was a situa- 
tion in which trade was curtailed, prices were unstable, and 
international financial transactions were subject to disorgani- 
zation and speculation. 

In the process of economic rehabilitation each country must 
in large measure work out by itself its own cure for economic 
and currency disorders. It must, for example, balance its own 
governmental budget, collect its taxes, and devise a sound plan 
for the stabilization of its currency. Other countries can help 
only at the final step, when the plan is ready to be announced 
to the world. At that point, however, a large foreign credit 
has usually proved desirable as a kind of insurance, seldom 
put to actual use. When the United States resumed gold pay- 
ments in 1879, John Sherman, then Secretary of the Treasury, 
secured by the sale of bonds a gold credit of $15,000,000 in 
London, ready to be used if necessary to assure the stability of 
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dollar exckange. In the decade of the twenties the United 
States had opportunities to perform a similar service for a 
number of other countries. 

The Federal Reserve Act, in Section 14, gave the Federal 
Reserve Banks certain powers to deal with banks in foreign 
countries and to conduct certain banking operations abroad, 
with the approval of the Federal Reserve Board. 

During the first ten years of the operations of the Reserve 
System, partly because of disturbed monetary conditions 
abroad, the transactions in the exercise of these powers were 
in relatively small volume. Mutual correspondent relation- 
ships were, however, established with the principal foreign 
banks of issue, and the business transacted with foreign banks 
gradually increased in size. Operations consisted largely of the 
maintenance of deposit accounts for foreign banks of issue and 
the investment of balances in these accounts in bankers’ ac- 
ceptances and government securities. The power to make 
loans secured by gold has also been exercised occasionally. 

In these transactions with foreign banks of issue, negotia- 
tions and active management of the accounts were conducted 
by the New York Reserve Bank, since that bank is located in 
the country’s central money market and at the point of con- 
tact with the money markets of foreign countries. The sev- 
eral Reserve Banks, however, have participated in the Sys- 
tem’s foreign operations, and the conduct of these operations 
has been under the supervision of the Federal Reserve Board. 
The Board has approved specifically every account opened 
and every credit granted. 

The powers granted by the Federal Reserve Act, and the 
correspondent relationships which had been developed, placed 
the Federal Reserve System m a position to extend aid to for- 
eign banks of issue in the reestablishment of the gold stand- 
ard in Europe. The first important act of this sort was the 
extending by the Reserve System of a credit of $200,000,000 
to the Bank of England in the spring of 1925, at the same 
time that private bankers arranged a $100,000,000 credit to 
the British Government. While the inauguration of the Dawes 
Plan, which included the stabilization of the German cur- 
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rency, was perhaps the first important step in the restoration 
of monetary stability in Europe, the return of England to the 
gold standard was a second, and perhaps even more important 
step, for England has occupied such a strategic position in 
world finance that her return to the gold standard carried with 
it large implications for the world as a whole. As a matter of 
fact, Holland, Australia, New Zealand, and the Dutch East 
Indies withdrew their embargo on gold exports simultaneously 
with Great Britain’s action, and South Africa, Austria, and a 
number of other countries made somewhat similar announce- 
ments just preceding and following. 

The specific arrangements made by the Federal Reserve 
Banks with the Bank of England and the conditions sur- 
rounding them were described in a section of the annual re- 
port of the Federal Reserve Board for 1925 quoted in ap- 
pendix A. No use of this credit was made by the Bank of 
England, and it lapsed in May, 1927, but its existence un- 
doubtedly added assurance as to the abihty of England to 
return to the gold standard. 

Other credits of somewhat similar character were arranged 
over a period of years with the banks of issue of Belgium, Oc- 
tober 25, 1926; Poland, October 18, 1927; Italy, December 
20, 1927,; and Rumania, February 7, 1929. In most of these 
cases the Reserve Banks acted in association with a number 
of foreign banks of issue. These credits fulfilled their purpose 
without being used; but through them, as well as through its 
general credit policy, the Reserve System, without any actual 
advance of funds, was able to render essential aids towards 
the reestablishment of monetary order in the world. 

The attempt at world financial reconstruction was almost 
successfuL Germany returned to the gold standard in 1924; 
England in 1925; Belgium in 1926; Italy in 1927; France in 
1928; and other countries adjusted their currencies correspond- 
ingly. After these steps it looked as though the mechanism 
were working again in fairly good order. But when the real 
strain developed in 1931 the mechanism broke down. There 
were some obvious reasons. France and Great Britain had 
stabilized their currencies in a relationship, to each other and 
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to other currencies, which it now seems was unbalanced. The 
pound was so high and the franc was so low that economic 
adjustment to those levels was slow and painful and only 
partially achieved. 

There were other difficulties, partly political and partly eco- 
nomic. The reparations problem had never really been set- 
tled on a practicable basis. German payments had flowed for- 
ward in an apparently satisfactory stream under the Dawes 
and Young plans by the simple device of huge borrowings 
abroad for various public and private projects. As soon as 
these loans to Germany were discontinued, adequate funds 
ceased to be available for reparations. The war debts had 
never been settled, and there were still irritations from the 
Treaty of Versailles. Foreign loans were sold far too freely 
to enthusiastic citizens in the United States. A large volume 
of short-term funds was ready to shift rapidly from one world 
market to another in response to fears and hopes rather than 
economic causes. Even so, the machinery might have worked 
if it had not been subjected so soon to so great pressure; and 
for that pressure the United States was at least partly re- 
sponsible. 

1927-29 Expansion. — 'For a number of years after 1921 the 
United States appeared to be escaping the usual and expected 
consequences of the huge gold movements to this country. Ap- 
parently the textbooks were wrong! The economists of Europe 
found it difficult to understand; and ascribed the phenomenon 
to a policy of “sterilizing the gold.” Most observers in the 
United States were reasonably pleased with the way the coun- 
try had been able to escape gold inflation. In 1928 a two- 
volume report by an eminent commission expressed satisfac- 
tion over the condition of prosperity in the United States 
and ascribed it largely to high industrial efficiency.® The evi- 
dence which these volumes contain as to the progress in aU 
forms of business in the years from 1922 to 1928 is impres- 
sive. Improvements in mechanical technique and in manage- 
ment were resulting in steadily improved products of many 

* Recent Economic Changes. National Bureau of Economic Research., New 
York, 1929. 
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sorts at constant or declining prices. Wages both actual and 
in terms of purchasing power, and the total national income, 
had climbed steadily to new high figures. There were few signs 



DIAGRAM 44 — THE GENERAL PRICE LEVEL, A SAMPLING OP VARIOUS SORTS 
OP PRICES INCLUDING REAL ESTATE, WAGES, SECURITIES, WHOLESALE AND RE- 
TAIL PRICES, MOVED MORE CLOSELT WITH BANK CREDIT THAN DID WHOLE- 
SALE COMMODITV PRICES. (DEMAND DEPOSITS SMOOTHED WITH THREE PERIOD 
MOVING AVERAGES.) 

of danger ahead outside of extraordinary developments in the 
security markets. 

Looking back, it now seems clear that the very economic 
strength and rapidity of progress of the country was its un- 
doing, for it was this strength which supported and seemed 
to justify a vast speculation in securities, in which a surpris- 
ingly large number of people participated, on borrowed money. 
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Outstanding securities were bid up to fantastic prices and 
large amounts of new issues were sold. It is now evident that 
this speculative orgy disturbed profoundly the country’s econ- 
omy. But just how, was not clear then and it is still a matter 
of debate among students of economics. Some believe the dif- 
ficulty lay in excessive savings, used to increase plant capacity 
more rapidly than consumers’ buying power for the product. 
Others describe the difficulties in terms of a huge over-expan- 
sion of credit, which gave an abnormal and temporary stimu- 
lus impossible to maintain. The expansion of bank credit was 
somewhat more rapid than might be considered normal, but 
as brokers’ loans were largely financed by lenders other than 
banks the principal monetary abnormality appeared in the 
banking statistics as an exceptionally high velocity, or rate 
of turnover of money. Although commodity price averages 
did not rise, and in fact showed something of a declining ten- 
dency, prices of real estate, rents, labor, and securities climbed 
rapidly. The general price level, measured by a sampling of 
various sorts of such prices, showed considerable increase, as 
indicated in Diagram 44. 

Inflation of a sort was here, but it came in such an insidious 
and unusual form that it was not fully recognized. This was 
so true that in 1928 and 1929 whenever restrictive'^Federal 
Reserve action was proposed the common response was that 
nothing should be done to injure business, which appeared to 
be in a sound position with small inventories and great effi- 
ciency of operation. There are even some economists today 
who in analysing the period find little in the events of 1928 
and 1929 to suggest the need for vigorous Federal Reserve 
restraining action, and they make a plausible argument.’^ The 
only thing that clearly appeared to be wrong was over-activity 
and excessive speculation in the security and real estate mar- 
kets; and there was a general failure to realize the extent to 
which this speculation had been accompanied by over-expan- 

■'See for example; Gustav Cassel, ^^Tardy Discount Policy” Quarterly jKe- 
portf Skandinaviska Kreditaktiebolaget, July, 1930, p. 44; Lauchlin Currie, 
“The Failure of Monetary Policy to Prevent the Depression of 1929-32,” The 
Journal of Political Economy, April, 1934, p. 168; R. G. Hawtrey, The Art of 
Central Banking, Longmans, Green, London, 1932, Chap. II. 
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sion and lack of economic balance in a number of specialized 
directions such as certain types of building construction, cer- 
tain kinds of productive capacity, and many forms of public 
and private' spending. The constantly high reserve ratio of 
the Reserve System, reflecting its huge stock of gold, pre- 
vented many from taking seriously the System’s restrictive 
policies. Inflations of the past had usually been associated 
with excessive issues of paper money and inadequate gold re- 
serves. It was hard to believe that we were experiencing 
genuine inflation with the vaults of our central banking sys- 
tem packed with gold and our reserve ratio abnormally high. 

The System did nevertheless act with considerable energy. 
Sales of government securities were begun early in 1928 and 
continued until security holdings were about exhausted. The 
discount rate at New York was raised from 3i/^ to 5 per cent 
by three successive steps from January to July, 1928, and 
after a year was again raised in August, 1929 to 6 per cent. 
Early in 1929 the Reserve Board issued a warning against 
undue use of credit for speculation and the Reserve Banks 
placed pressure on individual member banks which appeared 
to be borrowing excessively. 

Just as it is now easy to look back to the war-time period 
and draw the conclusion that the Federal Reserve System 
should have taken earlier and stiU more vigorous steps to 
restrain expansion, so a similar conclusion may readily be 
drawn concerning the period from 1927 to 1929. Just as in 
1919 there had been a difference of opinion between the Re- 
serve Banks and the Treasury as to discount rate policy, so 
early in 1929 there was a difference of opinion between the 
Reserve Banks and the Washington Board. The Federal Re- 
serve Banks desired vigorous discount rate increases. The Fed- 
eral Reserve Board was also concerned about the speculative 
situation but believed it could be dealt with through “direct 
action” and so avoid penalizing business with high rates. With 
this difference of view, fully effective action was not taken 
promptly enough. 

The Great Depression. — ^While the depth of the depression 
which followed the gold boom may be ascribed in part to the 
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extent of the preceding boom, there were at least two compli- 
cating factors. The depression brought to light the weaknesses 
in the world financial mechanism. That mechanism broke 
down, and the chaotic position of the post-war years was re- 
established. But more important still in its influence on busi- 
ness in this country, the banking system gave way under the 
strain, from weaknesses of long standing. The reasons have 
been discussed in earlier chapters. The results of these and 
other circumstances appeared in the extraordinary depth of 
the depression and its extraordinary duration. 

The general direction of Federal Reserve policy during the 
depression was reasonably clear from the beginning. When 
the security markets broke in the autumn of 1929, the mem- 
ber banks were heavily in debt at the Reserve Banks, partly 
as a result of Federal Reserve policy. In addition the banks 
were called on to prevent a money stringency due to the with- 
drawal of loans from the market by lenders other than banks. 
The weight of a large bank debt was a wholesome restraint 
while the expansion was on, but, with the turn in events, it 
promptly became a source of pressure for liquidation. Accord- 
ingly the Reserve Banks began buying government securities 
immediately after the break in the security markets in the 
fall of 1929, and increased their holdings from time to time, 
as described in Chapter XV, until conditions of great monetary 
ease were established. In a few months member banks were 
largely out of debt, and money rates were easy and by the 
middle of 1931 banks in principal centers held considerable 
excess reserves. Bond yields were low and new financing was 
going forward in volume. 

Hope of prompt recovery was blasted in the summer and 
fall of 1931 by the coUapse of the credit structure in Central 
Europe. Credits to the central banks in a number of coun- 
tries were extended by the Reserve System acting in coopera- 
tion with other banks of issue, but all in vain. The collapse 
in Europe was followed by such a drain from London of for- 
eign funds on deposit there that England was forced to sus- 
pend gold payments. Immediately there began a withdrawal 
of foreign funds from New York. In a few weeks’ time $725,- 
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000,000 of gold flowed out and the drain continued with in- 
terruptions until the last of the French balances were with- 
drawn in June, 1932. The total gold loss of the United States 
from September to June amounted to $1,100,000,000. 



DIAGRAM 45 — ^AN OUTFLOW OF GOLD IN THE LATTER PART OF 1931 AND 
EARLY 1932, RESULTED IN PUTTING THE MEMBER BANKS HEAVILY IN DEBT 
TO THE RESERVE BANKS, AND SEVERE LIQUIDATION OF BANK ASSETS. 


This outflow of funds resulted in putting the member banks 
heavily in debt to the Reserve Banks, and hence placing great 
pressure for liquidation on the banking system. The deflation 
of credit in this period was very severe. The power of the Re- 
serve System to relieve this indebtedness by the purchase of 
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government securities was limited by the collateral provisions 
for Federal Reserve notes, which left the Reserve Banks with 
little free gold not locked up behind Federal Reserve notes. 
Many member banks also were getting near the end of their 
borrowing power, because of their limited amounts of paper 
eligible for discount at the Reserve Banks. To replenish their 
cash, banks were therefore dumping their bonds on the mar- 
ket and putting pressure on their customers to make pay- 
ment. A vicious circle of deflation was set in operation. Every 
act which the banks took to protect themselves and improve 
their cash position operated to depress values and force with- 
drawals of funds from banks and so again worsen their own 
positions. With 20,000 separate banks, each fighting for its 
own protection, no sane common policy was possible. 

When the gold outflow first began in the autumn of 1931, 
the Reserve Banks purchased freely, at the then prevailing 
rate, all the bankers’ acceptances member banks and the mar- 
ket cared to offer, and then followed traditional procedure 
at times of gold loss by raising the discount rate at New York 
by two steps from 1% per cent to 3% per cent. The rate was 
then held at that level until February 26, 1932, when it was 
agam reduced to 3 per cent and then by stages to 1% per 
cent, with a brief interruption of higher rates at the 'time of 
the “banking holiday” in March, 1933. 

When the Congress convened in 1932 action was taken 
promptly in two directions, first, to enable banks to borrow 
freely the money they required, and secondly, to enable the 
Reserve System by the purchase of government securities to 
put banks in funds to reduce their debt, and so ease the money 
situation. The first of these ends was served by the creation 
of the Reconstruction Finance Corporation and by the Glass- 
Steagall Act, which permitted the Reserve Banks “in excep- 
tional and exigent circumstances” to make loans on collateral 
not technically eligible. This Bill also covered the second 
point, as it permitted the Reserve Banks for a limited time to 
use government securities as collateral for Federal Reserve 
notes, a power which enabled the Reserve Banks to buy large 
amounts of government securities without running short of 
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collateral for Federal Reserve notes when member banks re- 
paid their discounts. 

With the, passage of this legislation the Reserve System 
began at once a vigorous and extended program of buying 
government securities at a rate for a time of $100,000,000 a 
week, lintil a total of $1,000,000,000 had been acquired. The 
result was that member bank indebtedness was reduced by 
the end of June, 1932, to $440,000,000— the deflation of bank 
credit was checked. In the following months some increase 
in bank credit began. 

Gold exports ceased late in June, as the last of the French 
balances were withdrawn in gold; and this country appeared 
to have weathered the storm that drove England off gold. 
Not only so, but the country’s gold position remained strong 
with $2,578,000,000 of gold in the Reserve Banks in addition 
to $1,168,000,000 of gold in circulation in the form of gold 
certificates. Business made some recovery and it looked for a 
time as though the corner had been successfully turned. 

The operation of cause and effect up to that point is fairly 
clear. The reasons for the later breakdown are less clear and 
are shrouded in the mists of political controversy. Some of 
the facts are, however, simple enough. First, the banking sys- 
tem after the terrific deflation of the preceding year was much 
weakened. The capital structures of many banks were im- 
paired by the decline in values. Confidence in the banks was 
considerably shaken. In this situation the last “lame duck” 
Congress did not pass promptly budgetary and other neces- 
sary legislation and insisted on the pubhcation of Reconstruc- 
tion Finance Corporation loans to individual banks. There 
were of course other influences, but the key to the situation 
was the weakened condition of a badly constructed banking 
system which was well advertised during political controver- 
sies. During this period also the world monetary machinery 
remained disorganized. 

Passing over the banking panic of February and March, 
1933, which is a story by itself, the essentials of the financial 
recovery since March, 1933, may be sunamarized briefly. First, 
confidence has been restored in the banking system by the 
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reopening of banks believed to be sound, by the guaranty of 
deposits up to $5,000, and by the supplementing of bank capi- 
tal by Reconstruction Finance Corporation purchases of pre- 
ferred stock or bonds. In carrying through these programs an 
enormous amount of work has been done by the governmental 
agencies concerned and by the Reserve System, and directors 
and officers of individual banks, who have made large finan- 
cial contributions as well. 

Second, very easy money conditions have been established 
through the return of hoarded currency to the banks, fur- 
ther Federal Reserve purchases of government securities, and 
gold imports which followed devaluation of the dollar. 

Third, the terrific deflation of bank credit in March, 1933, 
and previously has been in part replaced through government 
financing, but the restoration of private credit has barely 
begun. 

Tentative Conclusions. — ^The foregoing account of the 
events of the past two decades seems to the writer to go far 
towards supporting the view that the two financial crises in 
the history of the Reserve System were in large measure di- 
rectly and indirectly results of the World War. The war in- 
flation, the post-war world currency disorganization, and the 
failure of the first efforts to rebuild the world financifil mech- 
anism largely because of economic and political aftermaths 
of the war, the huge gold movement to the United States and 
the resulting credit expansion, the breakdown of the banking 
system through structural weakness of long standing; all of 
these were beyond the power of any bank: of issue wholly to 
prevent. 

There have been repeated evidences during this period of 
the limitations on the power not only of the Federal Reserve 
System but of all banks of issue. Their influence is primarily 
upon the volume and price of the supply of reserve money, 
and secondarily on the soundness of banking conditions. Out- 
side their scope are the thousand and one factors influencing 
the demand for money. In 1928 and 1929 the insatiable de- 
mand broke over all barriers. In 1934 and 1935 by contrast a 
huge supply of reserve money lay largely unused because of 
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lack of effective demand. The final result is determined fully 
as much by these enormous fluctuations in demand for money 
as by the supply, through which the bank of issue exercises 
what control it may have. 

The economic historian may inquire whether a different 
Federal Reserve policy at certain times might perhaps have 
lessened the force of the blows which these crises struck at 
the economic life of this country. More rapid increases in dis- 
count rates in 1919 and in 1928 and 1929, and perhaps less of 
an easy money policy in 1927, would now appear to the writer 
to have been desirable. The increases in rate in the autumn 
of 1931 were perhaps open to question. But a close examina- 
tion of these occasions, and of the divergent points of view 
held by the conscientious men who were participants in the 
formation of policies, illustrates more than all else the ex- 
treme difficulty of monetary management. The movements of 
business and finance never recur in exactly the same form. 
The gold boom was quite different from the war expansion. 
During that boom commodity prices were steady or falling; 
there was no evidence of accumulation of inventories of goods; 
industry did not appear to be over-expanded. Tinder such 
anomalous circumstances monetary control is as yet far from 
being aJl exact science. 

Looking back there is some real basis for raising the ques- 
tion whether 'so elastic a monetary mechanism as the Federal 
Reserve System, which depends for its success on wise man- 
agement, is better than some less elastic and more automatic 
arrangement. The experience of 21 years of the Reserve Sys- 
tem is not conclusive either way. The experience of other coun- 
tries is only moderately helpful. None of them has so elastic 
a system as ours. Few of them even relative to their size ever 
had so large a stock of gold to be controlled. They were almost 
always within sight of the point where movements of gold 
would dictate policy. 

Here and there cases are cited as examples of successful 
monetary management; this country’s record from 1922 to 
1927, the recent Swedish experience, and British foreign ex- 
change control in recent years. The French prewar experi- 
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enee might also be cited. For each of these something of a case 
can be made. Many instances may be recalled in which a bank 
of issue has dealt successfully with some crisis. The question 
as to monetary management upon which results are not yet 
conclusive is the question raised by the London Economist: 
whether under an elastic system, with vast supplies of credit 
available, expansion can be checked in time. In operating a 
bank of issue the easy and popular thing is usually the wrong 
thing to do. Easy money is always more popular than firm 
money. The real question is whether the bank of issue, nec- 
essarily having close relations with the government, which 
must give some regard to political considerations, and neces- 
sarily reflecting the temper of the period, will be able to put 
on the brakes in time in periods of expansion. But whether 
monetary management has been successfully demonstrated or 
not, it seems clear that this and other countries are committed 
to further experimentation, in that direction, partly because 
no very satisfactory alternative has presented itself. Recent 
experience has at least, both inside and outside the Reserve 
System, yielded a new sense of the nature of the problem and 
the responsibilities of the bank of issue. 

Bearing on Future Problems. — ^The value of a review of 
the two crises under the Reserve System lies not Only, or 
mainly, in its historical interest or in certain general philo- 
sophical conclusions but in its direct application 'to conditions 
today. The world is today suffering from practically the same 
disorder of economic and monetary instability as in the early 
twenties, and largely for that reason gold is again flowing to 
this country, and in amounts much larger than in the earlier 
period. The problem of those days has reappeared in magni- 
fied form. It is again twofold: how can the disorder that 
causes the gold flow be cured; and how can the gold be pre- 
vented from creating an over-expansion of credit here? 

The only cure for the disorder that causes the gold flow is 
now, as it was then, the reestablishment of economic and 
monetary order in the world. The failure of the first effort in 
the twenties makes the second effort more difficult. This diffi- 
culty is further enhanced by a current philosophy of defeatism 
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with regard to the possibility of restoring an ordered interna- 
tional monetary system, a belief that somehow domestic 
stability and prosperity are in opposition to and inconsistent 
with international stability. Surely any such philosophy is 
ignorant of economic history and especially of the monetary 
history’of the past two decades, for they showed the inevitable 
repercussions on this country of financial developments abroad. 
There is no means of assuring domestic order in a disordered 
world. 

As to the second question, of how to deal with the gold now 
here and any future imports to prevent a second gold infla- 
tion, that is a problem likely to put to the full test all the 
ingenuity and wisdom of those who are responsible. 

The parallels with previous experience are extraordinary. 
When the Reserve System first began operations the member 
banks held $800,000,000 of excess reserves. Today they hold 
$2,600,000,000. The rapid gold imports of 1934 and 1935 may 
be compared with the imports of 1920 to 1924 except that the 
recent movement was about twice as large, $3,000,000,000 
compared with $1,500,000,000, and took place in half the time 
and was added to an already large gold stock just increased by 
$2,800,000,000 through the devaluation of the dollar, and gold 
addition^ are being supplemented by substantial amounts of 
silver. The country’s gold stock was $1,600,000,000 in 1914, 
$4,000,000,000' in 1929, and $10,000,000,000 in early 1936. 

There is a parallel with the war period in the sharing of re- 
sponsibility for monetary policy between the Reserve System 
and the executive arm of the government. Today, through the 
operation of the $2,000,000,000 Stabilization Fund, the execu- 
tion of silver policy, and the control of other funds, in addi- 
tion to budgetary pohcy, the Treasury has powers of monetary 
management coordinate with those of the Reserve System. 
Only joint cooperative action can be effective. 

Fortunately the Reserve System has been given by recent 
legislation a number of important powers of credit control. 
These include the power to influence security speculation 
through fixing margin requirements for loans on registered 
equity securities, the power to absorb substantial amounts of 
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excess funds by raising the reserve requirements of member 
banks up to twice present requirements, and a number of 
lesser but important supplementary powers designed to pre- 
vent abuses which were apparent in 1928 and 1929. In addi- 
tion the Reserve System now holds $2,400,000,000 of govern- 
ment securities, the sale of which would have the effect of 
absorbing surplus funds. Other substantial new powers of con- 
trol over specific economic fields are lodged in other govern- 
mental agencies. 

Salvation does not of course lie in the multiplication of 
powers. It lies more largely in their wise use. Just as the two 
previous periods of credit expansion were quite different in 
their characteristics so it may be expected that any future 
period will depart from precedent. Already there are indica- 
tions of certain sorts of unique problems. The number of un- 
employed is large; recovery in durable goods industries and 
especially building has lagged far behind the recovery in other 
directions. These two phases of our economic life require the 
stimulus of long continued easy money. But will such a pe- 
riod breed excesses in other directions before the laggards 
catch up? These and other questions will call for unpreju- 
diced judgment and sound administration. 

The problem is, however, not solely related to thfe supply 
of credit or to the control of abuses in the use of credit in the 
stock market or other particular directions. It involves changes 
in the demand for credit which arise as a composite result 
of all the nation’s economic policies and activities — ^both gov- 
ernmental and private. Most important of all is the changing 
temper of the people and their capacity to learn from two 
decades of extraordinary experience. 

SXJMMAET 

1. The fact that in the past two decades the United States 
has gone through two of the most severe credit crises in 
its history has led some to question whether the Reserve 
System is able to control over-expansion of credit. 

2. The reduction in reserve requirements in the Federal Re- 
serve Act created at the outset a predisposition for credit 



expansion. To this was added an almost inevitable war- 
time inflation. 

3. After the war a more prompt check on expansion was post- 
poned because of Treasury financing. 

4. In the decade of the twenties credit conditions and Fed- 
eral Reserve policy were greatly influenced by gold im- 
ports of over 1,700 million dollars, which constituted a 
possible basis for inflation. 

5. Federal Reserve policy faced a constant dilemma; high 
rates to discourage inflation attracted more gold; low 
rates to repel gold encouraged expansion. 

6. During this period until 1928 the mfluence of the Reserve 
System somewhat favored easy money for the benefit of 
business and agriculture and to make it easier for the rest 
of the world to recover its equihbrium. 

7. The only real cure for the gold inflow was the restoration 
of economic and monetary stability abroad. Stabilization 
programs were aided by credits in this country. 

8. The attempt at world financial reconstruction almost suc- 
ceeded but finally broke down under pressure. 

9. Gold imports and other causes finally produced an infla- 
tion in the United States, finding its principal outlet in 
security speculation. Against this inflation Federal Re- 
serve policies of restraint proved relatively ineffective. 

10. The great’ depression was made more severe by the break- 
down of the commercial banking system here and the 
breakdown of the world financial mechanism, and full re- 
covery has been dependent on the restoration of both 
these mechanisms. 

11. During the depression the Reserve System has exerted 
great pressure towards easy money and freely available 
credit, but again its efforts were relatively ineffective. 

12. It seems probable that the two crises of the past 21 years 
were a direct and indirect result of the war and were be- 
yond the power of the Reserve System wholly to prevent. 
The best the Reserve System could probably do was to 
lessen the force of the blows. 

13. The whole experience emphasizes the limitations on the 



294 THE RESERVE BANKS 

power of any bank of issue in the face of major economic 
changes influencing the demand for credit. 

14. Today the United States faces much the same dangers 
as in the early twenties. The gold inflow may again prove 
inflationary unless monetary stability is restored abroad 
with reasonable promptness and a coordinated, non-politi- 
cal, and sagacious credit policy is pursued here. 



CHAPTER 

Guides to Credit Pouicy - 

T he Federal Reserve Act has little to say about the ob- 
jectives of policy. The preamble of the Act states that it 
is “An Act to provide for the establishment of Federal re- 
serve banks, to furnish an elastic currency, to afford means 
of rediscounting commercial paper, to establish a more effec- 
tive supervision of banking in the United States, and for other 
purposes.” Section 14 of the Act is a little more definite when 
it states that rates of discount “shall be fixed with a view of 
accommodating commerce and business.” 

There have been a number of attempts to put into the Fed- 
eral Reserve Act a more definite statement of objectives, but 
the bills or sections of bills embodying them have, with two 
minor exceptions, failed of passage in the Congress, partly 
because a specific statement of purposes is always one of the 
most difiScult kinds of statement on which to secure agreement. 

The t?v^o exceptions were contained in the Banking Act of 
1933. First, the simple statement of section 14 quoted above 
was carried over from the discount rate to open-market opera- 
tions with one additional phrase, as follows: 

Sec. 12A (c) The time, character, and volume of all purchases 
and sales of paper described in section 14 of this Act as eligible for 
open-market operations shall be governed with a view to accommo- 
dating commerce and business and with regard to their bearing 
upon the general credit situation of the country. 

This clause simply embodies word for word in 'the law the 
objectives of open-market policy adopted by the Federal Re- 
serve System in 1923 when the present general plan of open- 
market organization was agreed upon. 

Second, the phrase “the maintenance of sound credit con- 
ditions and the accommodation of commerce, industry, and 
agriculture” was added to that paragraph of section 4 of the 
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Act which describes the objectives to be considered in decid- 
ing what loans may be made to member banks. 

At the time the Banking Act of 1935 was under considera- 
tion Governor Eccles of the Federal Reserve Board suggested 
the inclusion of a more general statement of objectives as 
follows: 

It shall be the duty of the Federal Reserve Board to exercise such 
powers as it possesses to promote conditions making for business 
stability and to mitigate by its influence unstabilizing fluctuations 
in the general level of production, trade, prices, and employment, so 
far as may be possible within the scope of monetary action.^ 

This suggestion was not incorporated in the Act as it was 
finally passed. 

While there is much to be said for a more specific statement 
of objectives, the prime essential was perhaps contained in the 
brief sentence from section 14 of the original Act quoted above 
and regarded by the Reserve System as applicable to all its 
policy operations. This sentence might, of course, be inter- 
preted narrowly as an injunction always to keep rates at the 
lowest possible point and so make the minimum direct charge 
upon business. But obviously such a policy in the long run 
would not accommodate business but ruin it. The o.nly rea- 
sonable interpretation of the phrase is that policy is to be 
directed towards the general economic welfare of the country. 
That perhaps sets the objective for policy definitely enough, 
especially when interpreted in the light of later additions 
noted above. A more detailed statement almost unavoidably 
becomes involved in stating the means by which the prime 
purpose is to be realized. Such a statement is as likely to 
cause disagreement and discord as to be helpful. Now there 
is only the single question to be asked of any policy, will this 
policy in the long run help or hinder the national well-being? 

The first Federal Reserve Board interpreted the limited in- 
structions in the Federal Reserve Act in their broadest sense, 
as is indicated by the following quotation from their first 

S. House of Eepresentatives, Committee on Banking and Currency, 
Banking Act of 19S6, Hearings . . . 74t]i Congress, 1st Sess. H.R. 5357, Mar. 13, 
1935, p. 251. 
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annual report at the close of 1914. Referring to the respon- 
sibilities of the Reserve System they say, 

... It should at all times be a steadying influence, leading when 
and where leadership is requisite, but never allowing itself to be- 
come an instrument for the promotion of the selfish interest of any 
private ‘or sectional group, be their aims and methods open or dis- 
guised. It should never be lost to sight that the Reserve Banks are 
invested with much of the quality of a public trust. They were 
created because of the existence of certain common needs and inter- 
ests, and they should be administered for the common welfare — for 
the good of all. 


There will be times when the great weight of their influence and 
resources should be exerted to secure a freer extension of credit and 
an easing of rates in order that the borrowing community shall be 
able to obtain accommodation at the lowest rates warranted by 
existing conditions and be adequately protected against exorbitant 
rates of interest. There will just as certainly, however, be other 
times when prudence and a proper regard for the common good 
will require that an opposite course should be pursued and accom- 
modations curtailed. . . . 

The Reserve System had little opportunity to apply these 
broad principles of credit control in practice for some years, for 
during fhe years between 1914 and 1917 the System had no 
power of credit control, since the member banks held excess 
reserves and were not dependent on the credit facilities of the 
System, and from 1917 through 1919 policy was of necessity 
dominated by war needs. 

In 1920 Federal Reserve policy came out from under the 
domination of war necessities, and the accommodation of busi- 
ness again became the direct objective. In fact, for a decade 
after the crisis of 1920-21 the Reserve System was perhaps 
freer from external compulsions than any bank of issue had 
ever been before. 

Customarily in the past central banking policy operated 
within the limitations imposed by gold reserves which were 
seldom large enough to be ignored in determining credit pol- 
icy. The Federal Reserve System, however, soon foimd itself 
so largely supplied with gold reserves that the old standards 
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of central bank management as developed in other countries 
were largely inapplicable. In fact, the embarrassment of the 
Reserve System, as was noted in an earlier chapter, was to 
avoid the accumulation of too large gold reserves. 

Under these circumstances the Federal Reserve System de- 
voted much attention to the careful study and analysis of the 
problems of credit control. The Federal Reserve Board and the 
Federal Reserve Banks developed research departments for 
the collection and analysis of information on business and 
financial conditions. A. reporting system was built up through 
which the Reserve System obtained first-hand information as 
to the production and distribution of goods, bank credit, prices, 
and various other aspects of the economic situation. A regular 
practice was developed of bringing to bear upon every question 
of policy a body of pertinent information and the analysis of 
the underlying principles. For example, the Open Market 
Committee had before it at each one of its meetings a memo- 
randum on the credit situation. The Federal Reserve Board 
and the Federal Reserve Banks in their board meetings heard 
frequent reports from their economic staffs. In the Federal Re- 
serve Bank of New York, by way of illustration, the practice 
was developed of preparing a special analytical report before 
any important policy decision. ' 

These various steps in the development of credit policy did 
not result in the selection of any single simple index which 
might be employed as a guide to credit policy, but rather ex- 
perience showed that every decision had to be made in the 
light of the whole business and credit situation. This general 
point of view is illustrated by the following quotation from 
the annual report of the Federal Reserve Board for the year 
1923. 

The Federal reserve banks are the country's supplementary reser- 
voir of credit and currency, the source to which the member banks 
turn when the demands of the business community have outrun their 
own unaided resources. The Federal reserve supplies the needed ad- 
ditions to credit in times of business expansion and takes up the 
slack in times of business recession. It is its responsibility to regu- 
late the flow of new and additional credit from its reservoirs in 
accordance with solid indications of the economic needs of trade and 
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industry. When production, trade, and employment are in good vol- 
ume and the credit resources of the commercial banks of the country 
are approximately all employed and there are signs neither of specu- 
lative business expansion nor of business reaction. Federal reserve 
bank rates should be neither so low as to invite the use of credit for 
speculative purposes nor so high as to discourage its use for meet- 
ing legitimate productive needs of the business community. It seems 
clear that if business is undergoing a rapid expansion and is in 
danger of developing an unhealthy or speculative boom, it should 
not be assisted by too easy credit conditions. In such circumstances 
the creation of additional credit by rediscounting at Federal reserve 
banks should be discouraged by increasing the cost of that credit — 
that is, by raising the discount rate. It seems equally obvious that if 
industry and trade are in process of recovery after a period of reac- 
tion, they should be given the support and encouragement of cheaper 
credit by the prompt establishment at the Federal reserve banks of 
rates that will invite the use of Federal reserve credit to facilitate 
business recovery. The reason for variable Federal reserve discount 
rates is the necessity of adjusting rates to these changes in business 
and credit conditions.^ 

The statement quoted above is in general terms. But specific 
decisions in any given situation require more definite guides. 
When can one know that an expansion of business is becoming 
too rapid and is in danger of developing an unhealthy or 
specula'^ive boom? How can one know whether some decline in 
business is a prelude to a depression or is really an intermedi- 
ate movement? What are the signs of sound credit condi- 
tions? In the experience of the Federal Reserve System over a 
period of years it has been found that some of the indexes of 
business and credit movements are more useful than others, 
and it seems desirable at this point to comment briefly on a 
number of these indexes. 

Volume of Credit. — ^One of the best indications of whether 
the business and credit situations are wholesome or are likely 
to develop an unhealthy boom has been found in changes in 
the volume of bank credit as measured by deposits or loans 
and investments. Figures of this sort are available for the past 
sixty years and the record has shown that when the increase in 
credit has become much more rapid than the general rate of 
growth of the country’s business, speculation, rising prices, 
“Page 10. 



300 


THE RESERVE BANKS 


and unwholesome tendencies have usually followed, and con- 
versely a decline in credit or even stoppage of the rate of 
growth has been an indication of tendencies towards deflation 
and depression. 

The research division of the Reports Department of the 
New York Reserve Bank has over a period of years made care- 
ful studies of these relationships with interesting, though not 
conclusive, results. The first step was to obtain measures of 
the growth tendencies in business and credit and measures 
also of changes in prices more inclusive than the commonly 
used index of wholesale prices. It was not possible to obtain 
measures for such broad and inclusive segments of economic 
life which would be absolutely precise, but it was believed 
that even rough measures of what the Reserve System needed 
to understand and deal with were more useful than even very 
precise measures of interesting but isolated aspects of the 
whole picture. 

The results of these studies have been reported in a number 
of articles by Carl Snyder,® until recently chief statistician of 
the Bank. As an illustration Diagram 46 is reproduced from 
an address by Mr. Snyder before the Academy of Political 
Science on November 22, 1929, published in the proceedings, 
but has been brought up to date. It is plotted on a ratio — or 
semi-logarithmic scale; so that fluctuations in the lines show 
rates of change rather than absolute amounts. 

The heavy line in the upper part of the diagram shows the 
changes over a period of years in the amount of bank credit 
in use, as measured by the total loans and investments of na- 
tional banks to 1913 and thereafter of all commercial banks.'* 
The straighter dashed line running through it is a measure of 
the rate of growth of production and trade in the United 

* “New Measures of the Relations of Credit and Trade,” Proceedings Acad- 
emy of PoKtical Science, January, 1930. 

“On the Statistical Kelation of Trade, Credit and Prices,” Revue de Vln- 
stitute International de Statistique, 1934. 

“The Problem of Monetary and Economic Stability,” The Quarterly Journal 
oj Econormcs, February, 1935. 

* Other measures such as total deposits or demand deposits might have been 
used with varying theoretical support and with differing results, though the 
broad general relations would be somewhat similar. 
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States. The solid line in the lower part of the diagram labeled 
“Ratio of credit to trade” is derived from the two upper lines 
—it represents the volume of bank credit divided by the fig- 


BILLIONS ^ 
OF DO t. LARS 



DIAGRAM 46 — ^LONG-TIMB RELATIONS OF TRADE, CREDIT, AND PRICE LEVELS IN 
THE UNITED STATES. 


ures for the long-time trend of trade. This line conforms fairly 
closely with the dashed line representing the general price 
level. The conclusion Mr. Snyder draws is that when credit 
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moves faster than the general trend of trade, prices rise; and 
conversely when credit moves more slowly, prices decline. The 
suggestion of these findings is that for the maintenance of a 
reasonably stable price level the volume of credit diould in- 
crease in general at a steady rate consistent with the growth of 
business. Mr. Snyder found that usually minor fluctuations in 
business volume are largely taken care of by changes in the 
velocity or rate of turnover of demand deposits rather than 
changes in the volume of credit.® 

Mr. Snyder’s conclusions may be quoted as follows: 

Now, we have in these computations pretty clear evidence that 
credit expansion must go on at least as rapidly as the growth of 
trade; that is, at about four per cent per year. Otherwise, there 
seems a definite check to trade and to prosperity. 

But we seem likewise to have clear evidence that there is a sharp 
limitation to the beneficial effects of credit expansion, and precisely 
as we should expect to find it, viz., that whenever prosperity has 
reached the practical working maximum of employment for any 
given period, further credit expansion can only bring about undue 
speculative activity, and even mania, rising prices, and all the fa- 
miliar ills attendant upon inflation or monetary depreciation. The 
gambler and the speculator thrive at the expense of the rest of the 
community. 

These measures, like all such measures, are not an ififallible 
guide. They failed to give a complete picture in 1929. At that 
time business expansion and a speculative booiri were largely 
financed, not by an unusual increase in the volume of bank 
credit but by an extraordinary increase in the velocity of 
bank credit which carried velocity for 101 clearing house cen- 
ters for the month of October to a rate of about 94 times a 
year compared with an average rate of about 50 for the years 
from 1922 to 1927. This high velocity was related to an unprece- 
dented amount of lending on the Stock Exchange by lenders 
other than banks. Thus the figures for the volume of bank 
credit alone did not adequately reflect the real economic posi- 
tion. This experience like many others was a demonstration of 
the inadequacy of any single guide to credit policy no matter 
how convincing it may have been in the test of past years. 

^Proceedings, ibid. See also Burgess, “Velocity of Bank Deposits,” Journal 
of the American Statistical Association, June, 1923, 
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Moreover guides of any sort may not wisely be followed in 
an automatic way. For example in the past two years, 1934 
and 1935, the rate of growth in bank deposits has been more 
rapid than the growth of either the long-time trend of busi- 
ness or the actual recovery movement from the depression. 
But that does not seem a sound reason for attempting as yet 
to check the growth of credit. For the country has been en- 
gaged in recovering lost ground. The credit wiped out by years 
of deflation has not yet been fully restored. The restoration 
of the credit volume to something like the predepression 
level, to which the country had in two decades become pretty 
well adjusted, might be expected to exert pressure towards in- 
creased business activity and reemployment. 

The greatest problem in credit control is the problem of 
timing. The real difflculty is that credit conditions today may 
determine the business conditions two years from now, or 
even longer. The most variable factors in business are innova- 
tions, new plant construction, new machinery, home building. 
These projects have to be planned months ahead of the tune 
when they employ labor and consume materials. The plan- 
ning and initiation of such projects are only undertaken in 
volume when conditions are favorable, when labor is available, 
when raw materials are reasonably cheap, when money is 
available at low rates, when there are reasonable prospects of 
economic stability and of profit from the enterprise. Credit is 
important in this picture primarily through its effect on the 
price and availability of long-term money, that is through its 
effect on the security markets and the mortgage market; and 
there is often a considerable time lag between credit changes 
and changes in the long-term market. For these reasons the 
credit conditions of today react upon the business conditions 
of next year and the year following. Many discussions focus 
attention on the wrong point when they deal with short-term 
business borrowing from banks. That appears on the evidence 
to be the less important part of the credit cycle and to move 
relatively late. Applying these considerations by way of illus- 
tration to the situation early in 1936, the easy credit condi- 
tions of the past two years have only recently begun to operate 
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towards making long-term funds available at low rates for 
capital goods and for building, the fields in which the largest 
number of workers continue unemployed. 

It should also be noted that the indefinite continuance of 
the present very easy credit conditions would be likely at some 
time to begin to breed over-activity in the security markets, 
or other excesses which if unchecked would bring on business 
over-expansion in one direction or another and lack of bal- 
ance in the country’s economy. Credit conditions will need to 
be reversed not after, but long before their final consequences 
have appeared in business. In determining the best time for a 
reversal in Federal Reserve policy the changes in the volume 
of credit viewed in this comprehensive way are likely to prove 
one of the best guides. 

The Quality of Credit. — Second in importance to changes 
in the volume of credit as a guide to credit policy should prob- 
ably be listed information as to the way credit is being used. 
In 1928 and 1929, for example, the extent to which credit was 
being used in security operations was an indication of an un- 
wholesome credit situation. Similarly in 1920 the extent of 
credit use in carrying commodities and inventories was occa- 
sion for concern. Changes in the quality of credit are perhaps 
harder to interpret than changes in volume; each new situa- 
tion brings changes in the nature of credit use which are not 
easy to appraise until after any movement has reached its 
climax, and then it may be too late. Was the large use of 
credit in 1928 and 1929 to carry securities justified by changes 
in value of securities due to changed economic conditions — ^the 
new era argument? The answer was only obvious after the 
crash. 

The interpretation of changes in the use of credit is not 
simple. But departures from the traditional pattern need to be 
carefully watched and the burden of proof rests upon the inno- 
vation. The reports the Reserve System receives from member 
banks are itemized to show in broad categories the changes 
in different kinds of credit. The examinations of member 
banks in which the Reserve Banks usually participate, and 
the reports of which they always receive, reflect in more detail 
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the changes from time to time in the nature of member bank 
loans and investments. All of these help to reveal in the early 
stages changes in credit conditions which may later lead to 
difficulty. Under conditions early m 1936, for example, it is 
pertinent to ask frequently the question whether very easy 
moneyand large excess reserves may be leading banks to make 
loans and investments which may later prove unsound or 
subject to depreciation. 

Condition of Business. — ^Again much is to be learned from 
a study of business conditions themselves. When business is 
booming and employment is full there is no advantage in 
making credit easy to obtain. On the contrary that is fre- 
quently a time of danger when credit should be relatively 
high in price and there should be caution in its use.® At such 
a time, when employment is full and business is operating 
near capacity, further increases in credit are more apt to lead 
to increases in prices than to increased production. On the 
other hand when business is in the doldrums, and employ- 
ment is slack, the price of credit may well be kept relatively 
cheap. On general principles a batik of issue should throw its 
influence towards firm money conditions in time of prosperity 
and towards easy money at times of depression. To aid in 
judging' the difficult timing of such a pohcy the Reserve Sys- 
tem has found it desirable to devise as accurate measures as 
possible of the changes in business. A comprehensive index of 
industrial production is carried forward currently by the Board 
of Governors together with indexes of retail trade, wholesale 
trade, transportation, etc. The way in which Federal Reserve 
open-market and discount policies were related to the fluctua- 
tions of industrial production was illustrated in Diagram 37 
on page 249 in the chapter on open-market operations. 

Prices. — ^One of the most bitterly disputed questions of 
modem monetary theory concerns the extent to which prices 
may be used as a guide to central bank policy. All will ac- 
knowledge that prices are an important guide, but some few 
insist with a religious and almost fanatical zeal that they 

®See quotation from Animal Report of the ^Federal Eeserve Board, cited 
p. 298. 
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should be the only guide. In 1926 and 1928 a bill was intro- 
duced into Congress requiring the Federal Reserve System to 
use all its powers towards the stabilization of commodity 
prices.'^ 

Admittedly prices are one of the most sensitive indexes of 
the condition of business and of the relation of credit to busi- 
ness, and the Reserve System has given a vast amount of 
study to the movement of different kinds of prices. The re- 
search division of the Board for many years computed a weekly 
index of prices before one was available from other sources. 
The studies carried forward by the research staff of the New 
York Reserve Bank in computing an index of the general 
price level have already been mentioned. 

These various studies have shown first that wholesale com- 
modity prices are frequently not an accurate measure of the 
general price level. The relation between the two is shown 
in Diagram 47. 

Secondly, they have shown that prices, like any other single 
aspect of the economic situation, are not satisfactory as the 
only guide to policy. 

This is not the place for a full discussion of the question. 
The reader can, however, satisfy himself on the question in 
some measure by an inspection of Diagram 47. It will bfe noted 
that if wholesale prices had been used as the sole guide to 
credit policy during the decade of the twenties a generally 
easy monetary policy would have been followed through 1928 
and 1929 when the speculative boom was at its height. The 
general price level was a better guide, though even that failed 
to register truly the extent of over-expansion. 

Prices are a useful index for the bank of issue because they 
are so sensitive: when more credit is available than busiuess 
can use profitably, credit tends to find its way into increases 
in prices; it may be prices of commodities, or wages, securi- 
ties, or real estate. Similarly a scarcity of credit may lead to 
declining prices of one kind or another. But price changes are 

'’^See Hearings Before the House Committee on Banking & Currency, 1926 
and 1928, on ^^Stabilization,” especially testimony of Benjamin Strong, quoted 
in Burgess, Ed. Interpretations of Federal Reserve Folioyj Harper & Brothers, 
1930, pp. 224, 317. 



AND THE MONEY MARKET 


307 


subject to so many other influences than domestic credit con- 
ditions that they cannot be wholly trusted as guides to policy. 
They are affected very largely, for example, by international 
conditions. Frequently the evidence of different kinds of prices 
is contradictory — one kind of price goes up and another down. 
What weight should be assigned to each? In 1925 and 1926 
and again in 1928 and 1929 conunodity prices declined while 


PERCENT 



DIAGRAM 47— WHILE THE GENERAL PRICE LEVEL AND WHOLESALE PRICES 
TJSGALLT MOVE TOGETHER, THEY HAVE DIVERGED AT A NUMBER OF CRITICAL 
TIMES, ESPECIALLY IN THE LATE TWENTIES. 


security prices and wages rose. Some price increases are desir- 
able as long-term trends, real wages for example; some de- 
creases are desirable in prices of finished goods, as invention 
and management cheapen costs. Prices in general are a com- 
posite result of a multiplicity of economic movements, useful 
as a guide but not infallible. 

Gold Movements and International Conditions. — The way 
in which bank of issue policy may be greatly affected by gold 
movements and developments outside the United States is 
illustrated by the discussion in the preceding chapter. The 
United States in recent years has been less influenced by these 
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considerations than this country was in the past or than are 
most other countries of the world today. Before the establish- 
ment of the Federal Reserve System and especially in earlier 
years the money markets of this country were largely depend- 
ent on London. London was in fact the world’s central money 
market, the bookkeeper for much of the world’s trade. London 
did not need very much gold because other countries kept 
balances in London, and settlements between countries took 
place by shifts between these balances in London in hauch the 
same way that settlements between different parts of this 
country are now made on the books of the inter-district set- 
tlement fund in Washington. This situation is now quite al- 
tered and there is no longer a single center for settlements. 

There are now several important centers, including New 
York, in which the world’s banking balances are maintained. 
As a result the making of international settlements has be- 
come much more complicated. It is no longer a bookkeeping 
operation in a single center, but involves a much heavier 
transfer of funds between centers, especially at tunes when 
for one reason or another the holders of balances want to 
transfer them from one center to another. Such transfers often 
require large gold movements. As one of these world money 
centers New York now feels the effect of every important 
world monetary movement and has in turn a great respon- 
sibility; for developments here now have, as never before, 
their reactions in many parts of the world. Hence Federal 
Reserve policy cannot be viewed as solely domestic. It must 
consider the probable effects on this country of international 
events, and the effects on other countries, and, on the re- 
bound, upon the United States again of actions taken here. 

Conclusion. — The listing of the foregoing guides to policy 
must leave the reader with a sense of complexity and con- 
fusion. It would be so much simpler to set up some mechanical 
guide that could be followed, such as commodity prices or the 
reserve ratio or the volume of credit. There are many who 
look forward to the day when the world will return to the 
operation of the gold standard with the hope that then policy 
can be a more automatic response to movements of gold and 
changes in money rates. There is something to be said for this 
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point of view, but even with the mechanism as perfect as 
possible it is safe to say that much must be left to judgment. 
Clearly a bank of issue should have at its command every 
possible me'chanical aid, and should keep open every avenue 
for information, but the best information will not be a substi- 
tute for judgment. 

Some penetrating observations on this subject were made 
by Professor Allyn A. Young, late of Harvard and the Univer- 
sity of London. The following paragraphs are quoted from an 
article of his in the Times Annalist for May 6, 1927 : 

Only since the war, however, have central banks come to realize 
how much depends upon the right use of their powers and how 
diflBicult it is to know just how and when to use them. Americans 
have ground for pride in the fact that the banks of the Federal 
Reserve System, with the cooperation of the Federal Reserve Board, 
have gone further in the careful study and analysis of these diflS- 
cult problems than the central banks of any other country. Euro- 
pean banks have found that they can learn something, not from our 
Federal Reserve act, but from the way in which our Federal Re- 
serve banks are operated. 

This does not mean, however, that anybody knows all that needs 
to be known about these matters. No one really knows very much 
about the deeper reaching, as distinguished from the merely surface 
effects of open market operations and changes of discount rates. 
Nobody knows just how much or how little the operations of the 
Federal Reserve banks have contributed to the general stability of 
industry in re'cent years. Nobody knows what the surest symptoms 
are of an approaching expansion or recession of business activity. 
No one is in a position to say with any assurance just what the 
specific criteria are which should guide the policies of the Federal 
Reserve System. 


Policy by Rules Dangerous 

In fact, we can be certain that reliance upon any simple rule or 
set of rules would be dangerous. Economic situations are never 
twice alike. They are compounded of different elements — foreign 
and domestic, agricultural and industrial, monetary and non-mon- 
etary, psychological and physical — and these various elements are 
combined in constantly shifting proportions. 

“Scientific” analysis, unaided, can never carry the inquirer to 
the heart of an economic situation. Judgment and wisdom — the 
power to take a complex set of considerations into account and 
come to a balanced view of them — are quite as much needed as 
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facts and theories. The Federal Reserve banks need to operate in 
the light of all the information they can get, and they need to have 
this information organized and analyzed in such a way as to give the 
maximum amount of illumination. But they also need fihe guidance 
of that practical wisdom which is bom only of experience. What 
the Federal Reserve banks need most, therefore, is not more power 
or less power, or doctrinaire formulations of what their policy ought 
to be, but merely an opportunity to develop a sound tradition, and 
to establish it firmly. 


SUMMAET 

1. With respect to objectives the Federal Reserve Act says 
only that rates of discount “shall be fixed with a view of 
accommodating commerce and business,” and sets the same 
objective for open-market policy with the additional phrase, 
“and with regard to their bearing upon the general credit 
situation of the country.” “The maintenance of sound 
credit conditions” is also cited as an objective in makin g 
loans. 

2. The Reserve System has always interpreted this objective 
in broad terms as the welfare of business — ^in the long run. 

3. Federal Reserve policy had little effectiveness or independ- 
ent power until after the war. Since about 1920 it has had 
unusual freedom of action, though latterly its responsibili- 
ties have been shared with other agencies of government. 

4. The Reserve System has devoted much attention to the 
careful study and analysis of the problems of credit control. 

5. No simple single guide to credit policy has been found 
satisfactory. 

6. The most useful guides to pohcy have been shown by ex- 
perience to be: 

a. Changes in the volume of credit. 

b. Changes in the way credit is being used. 

c. Condition of business. 

d. Prices. 

e. Gold movements and international conditions. 

7. In the last analysis wise policy decisions depend on the 
judgment of the managers of the System, on their detach- 
ment from political or commercial pressure without isola- 
tion from realities, and their freedom to develop a sound 
tradition. 



CHAPTER XIX 


Meaning of the Eedebal Reserve Statement 

T he Federal Reserve System publishes each week one of 
the most complete statements of its operations of any 
bank of issue in the world. The statement includes thirty- 
seven items and is published in combined form for the Reserve 
System, and separately as well for each of the twelve Federal 
Reserve Banks. This statement appears in the daily papers 
every Friday morning, giving the condition as of the close of 
business on Wednesday night. A copy of the one published 
for March 25, 1936, is shown on pages 312 and 313. 

Changes in the statement of the Federal Reserve Banks re- 
flect directly in summary a considerable part of the banking 
operations of the United States, for Federal Reserve member- 
ship includes 85 per cent of the country’s commercial bank- 
ing deposits, and they reflect indirectly the operations of the 
nonmember banks as well. These Federal Reserve reports 
provide a kind of epitome of the nation’s banking conditions. 
Since the condition of the banks in turn reflects certain phases 
of the nation^s business, the weekly statements of the Reserve 
Banks should give the acute observer over a period of weeks 
some index of business conditions. 

The statements are available more promptly than any 
other index of such wide scope and afford an understanding 
of conditions which are current and not several weeks past. 
But the statement with its thirty-seven items is a rather com- 
plicated affair and its full significance is understood by rela- 
tively few people. One has to be something of an expert to 
understand the meaning of the changes from week to week 
in all of the items. 

Fortunately the Reserve Board for tbe past five or sk years 
has been giving out with the weekly press statement a sum- 
mary statement of twelve items, which not only gives sepa- 
rately the most important items from the full statement but 

3H 
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Table 25 .— Assets and Liabilities oe the Twelve Fedeeal Re- 
SEBVB Banks Combined 


(In thousands, of dollars) 


ASSETS 

Mar. 25, 
1936 

Mar. 18, 
1936 

Mar. 27, 
1935 

Gold certificates on hand and due 




from U. S. Treasury 

7,665,840 

7,667,338 

5,567,025 

Redemption fund — F. R. notes . . . 

14,873 

15,019 

14,708 

Other cash 

353,632 

346,078 

253,500 

Total reserves 

8,034,345 

8,028,435 

5,835,233 

Bills discounted: 

Secured by U. S. Gov’t obliga- 
tions, direct and / or fully 




guaranteed 

3,338 

2,857 

4,415 

Other bills discounted 

2,727 

2,773 

3,263 

Total bills discounted 

6,065 

5,630 

7,678 

Bills bought in open market 

4,674 

4,679 

5,306 

Industrial advances 

30,501 

30,321 

20,785 

U. S. Government securities: 

Bonds 

265,711 

265,756 

'391,942 

Treasury notes 

1,554,893 

1,554,896 

1,494,703 

Treasury bills 

609,667 

609,667 

543,660 

Total U. S. Government securi- 





2,430,271 

2,430,319 

2,430,305 

Other securities 

181 

181 


Total bills and securities 

2,471,692 

2,471,130 

2,464,074 

Due from foreign banks 

650 

644 

702 

F. R. notes of other banks 

19,311 

17,670 

15,973 

Uncollected items 

527,356 

636,336 

446,072 

Bank premises 

47,865 

47,864 

49,524 

AU other assets 

35,973 

35,549 

42,173 

TOTAL ASSETS 

11,137,192 

11,237,628 

8,853,751 
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LIABILITIES 

Mar. 25, 
1936 

Mar. 18, 
1936 

Mar. 27, 
1935 

F. R. notes in actual circulation. . 

3,732,333 

3,730,979 

3,130,572 

Deposits: 




Member bank — ^reserve account 

5,059,147 

5,143,768 

4,285,129 

U.S. Treasurer —General account 

1,146,565 

1,067,364 

393,138 

Foreign bank 

64,576 

66,016 

20,053 

Other deposits 

275,801 

261,980 

220,746 

Total deposits 

6,546,089 

6,539,128 

4,919,066 

Deferred availability items 

514,646 

622,988 

458,986 

Capital paid in 

130,724 

130,741 

146,921 

Surplus (Section 7) 

146,501 

145,501 


Surplus (Section 13 b) i 

26,513 

26,513 

14,366 

Reserve for contingencies 

34,105 

7,281 

34,100 


All other liabilities 

1 

7,678 

8,145 

TOTAL LIABILITIES... 

11,137,192 

11,237,628 

8,853,751 

Ratio of total reserves to deposit 
and F. R. note liabilities com- 




bined 

78.2% 

78.2% 

72.5% 

Contingent liability on bills pur- 
chased for ’foreign correspond- 




ents 



98 

Commitments to make industrial 



advances. 

25,421 

25,537 

15,732 


gives a number of figures from other sources — especially mon- 
etary gold stock and money in circulation — ^which are of vast 
help in interpreting the Federal Reserve figures. The signifi- 
cance of this statement will perhaps appear most readily from 
a comparison of the figures for two contrasting dates, March 25, 
1936, and March 27, 1929. 

This kind of summary statement was bom of the attempt to 
make for the whole country the sort of analysis which is re- 
ported for the New York money market in Chapter XI — an 
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Table 26.— Reserve Bank Credit Outstanding and 
Related Items 


(In millions of dollars) 



Mar. 25, 
1936 

Mar. 27, 
"1929 

Bills discounted 

6 

1,024 

Bills bought 

5 

208 

TJ. S. Government securities 

2,430 

170 

Industrial advances (not including 25 million 
commitments — March 25) 

31 


Other Reserve Bank credit 

14 

27 

TOTAL RESERVE BANK CREDIT 

2,485 

1,429 

Monetary gold stock 

10,177 

3,887 

Treasury and national bank currency 

2,502 

2,012 

Money in circulation 

5,837 

4,380 

Member bank reserve balances 

5,059 

2,332 

Treasury cash and deposits with F. R. banks. . 

3,667 

225 

Nonmember deposits and other F. R. accounts 

601 

391 


analysis of gains and losses of funds or, to put it another way, 
the supply and use of member bank reserve funds. The state- 
ment attempts to answer two questions: how much reserve 
money (that is the “high-powered” money of Chapter I) be- 
came available during the week; and how was it put to work 
or otherwise disposed of? The statement is balanced: the 
amount of funds supplied is exactly accounted for on the other 
side of the statement showing how funds have been used. 
Thus it applies accounting procedure to this field which was 
long an area of guesswork and generalities. 

An article in the Federal Reserve Bulletin for July, 1936, 
reviewed in some detail the derivation and significance of the 
various items in this statement, and is available in the form 
of a separate reprint. In view of the completeness of this arti- 
cle there is no occasion here to repeat a full description of the 
different items in the statement. It seems rather desirable to 
comment on the meaning of a few of the more important 
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items, using by way of illustration the figures shown above for 
the two dates in 1929 and 1936. 

These two dates offer an unusual contrast both as to pre- 
vailing economic conditions and as to the position of the Re- 
serve System. The spring of 1929 was at the apex of business 
prosperity and speculative boom; money was tight and money 
rates were high. In the spring of 1936 business was well started 
in recovery from depression but still considerably below nor- 
mal; money was extremely easy, and money rates both long 
and short were lower than ever before in the history of the 
country. 

Bills Discounted. — The first item of the statement reveals 
at once certain differences between the two periods. “Bills 
discounted” represents the amount which member banks are 
borrowing directly at the Federal Reserve Banks. It is the 
amount of Federal Reserve credit in use for which the member 
banks feel direct responsibility. The importance of this item 
was discussed in Chapter IX, where it was pointed out that 
the money market is very sensitive to changes in it. In fact 
from this point of view it is the most significant item in the 
whole Federal Reserve statement. For when the member 
banks are heavily in debt at the Reserve Banks they are con- 
stantly* striving to get out of debt; they are calling loans, sell- 
ing investments, and are a bit cautious in their lending. Con- 
versely, when the member banks owe little to the Reserve 
Banks they lend more freely and money tends to be easier. 
There is, therefore, a close correlation between money rates 
and total borrowings of member banks at the Federal Reserve 
Banks, represented in the statement by “Bills discounted.” 
Therefore this item is a good index of the condition of the 
money market. Its increases are prophetic of rising interest 
rates, and decreases are prophetic of falling interest rates. 

The billion dollars which the member banks owed the Re- 
serve Banks in March, 1929, exercised a substantial amount 
of pressure on the banking system, for the banks were con- 
stantly trying to get out of debt. High money rates were a 
natural result. In March, 1936, the position was reversed: the 
banks were almost completely out of debt, and in fact, as 
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noted earlier, “Member bank reserve balances” held huge 
amounts of excess reserves. The exceptionally low money rates 
were a logical result of these conditions. 

The item “Bills discounted” was in ordinary times perhaps 
the best index, aside from money rates, of basic money condi- 
tions; for it showed the position of the banks, the extent to 
which they were dependent on the Reserve Banks. Under 
conditions as this is written, when the banks not only are out 
of debt but hold large excess reserves, the picture is not com- 
plete without considering also their holdings of excess reserves. 
The Board of Governors has recently added to the weekly 
statement a memorandum item giving the amount of excess 
reserves. The two items taken together are the nearest present 
substitute for the pre-Federal Reserve statement of reserves 
of the New York City banks, issued each Saturday by the 
Clearing House, showing the amounts of reserves the Clearing 
House banks were required to keep to satisfy the percentages 
prescribed by law, and showing actual reserves in relation to 
these requirements. The most significant figure was that for 
“excess reserves” beyond requirements, or in rare instances the 
deficit below requirements. Excess reserves represented the 
banks’ unused lending power, the margin of possible ex^iansion 
and of safety. They were the point where the relation between 
supply and demand could be measured. When, demand for 
funds increased relative to the supply, excess reserves declined. 
When demand decreased relative to supply, excess reserves 
rose. Since in those days New York was, even more than at 
present, the storage place for the country's reserve funds, the 
reserve position of the New York banks was an index of the 
national money situation. 

In the old days prudent bankers, and business men as well, 
followed closely the statement for excess reserves of the New 
York banks. A decrease in excess reserves was one of the surest 
signs of a storm ahead. In the summer of 1907, for example, 
a decrease in excess reserves from $8,700,000 in August to an 
actual deficit preceded the panic which broke in October. The 
very close relationdiip between the reserve position of the 
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New York banks and interest rates was shown in Diagram. 16 
on page 149. 

Since the .Federal Reserve System has been in operation the 
figure for excess reserves of the New York City banks has lost 
much of its old significance, and its publication by the Clearing 
House’' was discontinued in 1928. The reason was that the 
banks no longer carried (except in very unusual circum- 
stances) any excess reserves, but simply the legally required 
minimum, relying upon the Reserve Banks to help them out 
in any emergency. Thus, in normal times, for week after week, 
in prosperity or depression, when interest rates were high or 
low, the excess average reserves of the Clearing House banks 
appeared in the Saturday statement at a figure just above the 
legally prescribed amounts. The statement had lost its old 
significance. 

The fluctuating element became the total amount of credit 
advanced by the Reserve Banks. When the demand for funds 
was large the banks borrowed more from the Reserve Banks 
or sold them acceptances, and when the demand decreased, 
this borrowing was reduced or the acceptances ran off. Or in 
lieu of these operations the Reserve Banks might shift their 
holdings of government securities. But the money market was 
most influenced by the direct borrowing from the Reserve 
Banks, “Bills discounted,” for the banks felt the direct respon- 
sibility for this borrowing. 

Thus as the usefulness of the New York Clearing House 
statement diminished as an index of the money situation, a 
substitute appeared in the Federal Reserve statement. Just as 
the wise banker or business man used to proceed a little more 
cautiously when excess bank reserves dwindled, and more 
freely when excess reserves were large, so under the Reserve 
System he might well act with more caution when bills dis- 
counted were high and move with more freedom when they 
were low. The 1929 and 1936 figures illustrate this analysis. 

Bills Bought. — The second item, “Bills bought,” reflects 
two things: conditions in the bill market and, more generally, 
conditions in the money market. The particular conditions 
which give rise to larger holdings of bankers’ acceptances by 
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the Reserve Banks have been described in Chapter X. It 
should perhaps be reiterated that these holdings of bills do 
not ordinarily express the direct operation of Federal Reserve 
policy. The initiative in the purchase of bankers’ acceptances 
by a Reserve Bank is taken not by the Reserve Bank itself, 
but by member banks and dealers. The holdings thus respond 
directly to conditions in the market. The sizable holdings in 
March, 1929, reflected tight money conditions; the negligible 
holdings in March, 1936 reflected extremely easy conditions. 

U. S. Government Securities. — ^This item reflects largely 
Federal Reserve open-market policy, as it was described in 
Chapter XV. Increases in holdings of government securities 
ordinarily imply an effort on the part of the Reserve System 
to bring about easier money conditions, and conversely, de- 
creases in these holdings indicate an attempt to bring about 
firmer money conditions. The large holdings of government 
securities held in March, 1936, reflected the vigorous efforts 
made by the System to facilitate recovery from depression. 
The small holdings in the spring of 1929 resulted from the 
System’s policy of putting pressure on the banks and market. 

There is one change sometimes reported in System holdings 
of government securities which does not reflect major policy. 
It arises from the occasional purchase by the Reserve' Banks 
of securities under sales contract. As was described in Chap- 
ter VII, purchases of this sort are made in order to provide 
the market for government securities with funds when money 
tightens temporarily. Such purchases are initiated by the deal- 
ers in government securities and are thus in a limited sense 
involuntary, as far as the Reserve Banks are concerned, and 
are similar in character to the purchases of acceptances from 
dealers. 

Prior to the passage of the Banking Act of 1935 there was a 
second exception which took place at the quarterly tax dates. 
At those times the Treasury usually had to pay out large 
sums of money to redeem maturing issues before it received 
the returns from income taxes. To bridge the gap the Treasury 
borrowed from the Reserve Banks by selling to them tempo- 
rary one-day certificates of indebtedness, and these appeared 
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in the weekly statement in the holdings of government securi- 
ties. Increases in such holdings, due to this cause, did not in 
any way represent open-market policy, but were temporary 
accommodations extended to the Treasury Department. This 
operation cannot take place under the terms of the Banking 
Act of 1935, which requires that all purchases and sales of 
government securities by the Reserve Banks shall be in the 
open market. 

Industrial Advances. — ^The significance of this item was 
described in Chapter IV. It reflects an emergency power of the 
Reserve System to make loans to industry for working capital 
during such periods as the Board of Governors may consider 
it desirable. No such powers existed in 1929. The rather small 
size of the advances and commitments made in 1936 reflects 
the limited number of cases the Reserve Banks had been able 
to find in which such loans were justified, and appears to indi- 
cate that the sound and legitimate needs of business were 
being generally well cared for. 

Other Reserve Bank Credit. — ^This balancing item consists 
largely of “float,” that is checks handled by the Federal Re- 
serve collection system for which the depositing bank has been 
given credit, but for which payment has not been received. 
The item is seldom important for the student. 

Total Reserve Bank Credit. — Over a period of years the 
figure for the total amount of Reserve Bank credit in use, the 
total of the five items just discussed, has been perhaps the 
most revealing single figure with respect to the adjustment 
between the country’s supply of funds and demand for funds. 
In Chapter XVII the way in which the country’s credit now 
rested, not on gold alone, but on gold plus Federal Reserve 
credit was described. The item is practically identical with 
the item “total bills and securities,” which appears in the 
complete Federal Reserve statement and is another term for 
the total loans and investments of the Reserve Banks. The 
main difference is the inclusion of a few million dollars of float. 

Under normal conditions when demand for funds increases 
relative to supply, total Reserve Bank credit goes up; when 
demand declines relative to supply, total Reserve Bank credit 
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goes down. It responds even more promptly and accurately to 
changing money conditions than do interest rates. 

Unhappily for the simplicity and convincingness of this ac- 
count the events of the past two years, as this book is being 
written in 1936, have temporarily thrown the Reserve Bank 
credit figure out of court as an index of credit requirements. 
Largely because of gold imports, the member banks now hold 
large excess reserves, and are quite independent of the Reserve 
Banks. For many months total Reserve Bank credit has been 
at a practically constant figure and has consisted almost 
whoUy of government securities, held at the volition of the 
Reserve System, rather than obligations representing demand 
for credit from the banks and market. Even though it was 
maintaining more credit outstanding than the market required 
the Reserve System has been reluctant to retire credit through 
the sale or maturity of its portfolio of government securities 
because of a desire to maintain the maximum of incentive for 
the use of credit. 

It is interesting to contrast with this situation the character 
of Federal Reserve credit outstanding in 1929. The amount 
in 1929, while smaller, represented almost wholly a response 
to demand of the banks and market and hardly at all the di- 
rect purchases by the Reserve Banks. 

A Reflection of Business Activity. — The total amount of 
credit the Reserve Banks are extending to the member banks 
or the money market has in normal times responded quickly 
to changes in business. For when business expands it needs 
more currency and credit, and when it contracts it needs less. 
It has also reflected changes in the supply of credit from such 
causes as gold imports or exports or changes in governmental 
monetary policy. 

It is the additional demand for currency which always ac- 
companies increasing business that ordinarily makes necessary 
increased use of Federal Reserve credit. This was illustrated 
in Diagram 10 on page 79. 

Because they have reflected changes in currency and credit 
demands, total Reserve Bank credit, or total bills and securi- 
ties, have had a characteristic seasonal movement as is shown 
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for two typical years by Diagram 48. Each succeeding year 
duplicated to a considerable extent the movement of the pre- 
ceding year. When business was dull in January and currency 
returned from holiday circulation, the banks repaid some of 
what they had borrowed from the Federal Reserve Banks; 
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MILLIONS 
OF DOLLARS 



DIAGRAM 48 — TOTAL BILLS AND SECTKITIES REFLECT PROMPTLY SEASONAL VARI- 
ATIONS IN BUSINESS, AND CHANGES IN BUSINESS CONDITIONS AS WELL. 


when spring came they called upon the Reserve Banks more 
largely for credit; in midsummer, when trade was quiet, the 
bills and securities of the Reserve System were reduced; then, 
in the autumn, trade expansion was followed by an increased 
call on the Reserve Banks culminating in a large expansion to 
meet currency needs at Christmas time. In order that the 
reader of the Federal Reserve statement may make allowance 
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for seasonal tendencies, the statement gives each week not 
only the figures for the preceding week, but also the figures 
for the corresponding week a year ago. 

Diagram 48 illustrates not only the seasonal variations, but 
also the promptness with which total bills and securities re- 
flect changes in business. All during the greater part 1926 
they ran ahead of 1925, and then in October they began to run 
behind 1925. There was a corresponding movement in business 
indexes for most of that period. 

Monetary Gold Stock. — ^No item in the statement shows 
larger changes between 1929 and 1936 than the monetary gold 
stock. Of the increase of about 6 billion dollars in this period 
2.8 billion is accounted for by the revaluation of gold in Janu- 
ary, 1934, and 3 billions by gold imports in 1934 and 1935 
following the revaluation. About 1 billion dollars of the much 
smaller gold stock in 1929 was in circulation in the form of 
gold certificates, and much of the rest was held as bullion, 
coin, or certificates in the Federal Reserve Banks. But since 
the passage of the Gold Reserve Act of 1934 all the country’s 
stock of monetary gold has been concentrated in the United 
States Treasury, and title is held by the Treasury, but a large 
part of it is held there as backing for gold certificates or gold 
credits which constitute the reserves of the Federal Reserve 
Banks. Out of the total monetary gold stock of $10,177,000,000 
on March 25, 1936, a total of $7,681,000,000 appears on the 
Federal Reserve statement as “Gold certificates on hand and 
due from U. S. Treasury^’ and “Redemption fund — ^F. R. 
notes.” The difference between the monetary gold stock and 
Federal Reserve holdings consists of the unused balance of the 
$2,000,000,000 Stabilization Fund set up by the Gold Reserve 
Act of 1934, gold reserves of $156,000,000 against United 
States notes, and other gold held in the general fund of the 
Treasury. 

Changes in the gold stock from time to time are largely the 
results of gold exports and imports, though some slow increase 
is due to domestic production of gold and reclamation of scrap 
gold for monetary use. As has been suggested earlier the 
steady increase in gold stock recently is a matter of major 
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concern, because gold imports enlarge the reserves of member 
banks. 

Treasury, and National Bank Currency. — This is the last 
of the items which are listed in the weekly Federal Reserve 
summary statement as factors supplying reserve funds. It in- 
cludes all the currency supply for which the Treasury is re- 
sponsible: silver dollars and certificates, subsidiary silver and 
minor coin, United States notes, and Federal Reserve Bank 
notes and national bank notes. The last two kinds of currency 
are in process of retirement and for both of them the Treasury 
has now assumed liability after having received reimburse- 
ment from the Reserve Banks and national banks. This is not 
a very active item but is being diminished by the gradual 
retirement of national bank notes and increased by the issue 
of additional silver certificates as further silver is purchased 
under the Silver Purchase Act of 1934. In this way the silver 
purchases have an effect similar to gold imports in increasing 
bank reserves; they account for most of the increase in this 
item between 1929 and 1936. 

Money in Circulation. — ^Turning from the list of factors 
influencing the supply of reserve funds to the other side of the 
equation (factors using reserve funds), money in circulation is 
properly listed first in terms of origin and daily importance. 
Currency was in use before bank credit and still fluctuates 
from day to day more largely than the requirements of re- 
serves for bank credit. The rules governing its behavior have 
been discussed fully in Chapter V. 

Out of total money in circulation of $5,800,000,000 in March, 
1936, only $3,700,000,000 represents Federal Reserve notes. 
Since the Federal Reserve statement proper includes only 
Federal Reserve notes, the more comprehensive item, made 
up partly from Treasury sources, is essential for a complete 
picture of the currency movement. 

It is interesting that in the 1936 period of subnormal busi- 
ness money in circulation was one-third again as large as in 
the prosperity peak of 1929. Partial explanations are perhaps 
to be found in the continued hoarding of considerable money, 
Hie closing of many banks, which has probably decreased Hie 
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banking facilities available to some people, and the low rates 
of interest, which have made it less expensive to hold cur- 
rency out of employment. 

Member Bank Reserve Balances. — Ordinarily in the past 
the amount of member bank reserve balances in the Reserve 
Banks has represented little more than the legally required 
reserve. This was true in 1929. The item used to move rather 
sluggishly as changes in bank credit changed legal reserve re- 
quirements. But from 1933 to 1936, as noted earlier, these 
balances far exceeded legal requirements, and the amount of 
excess reserves has become a matter of current interest almost 
as it was before the establishment of the Reserve System. For 
this reason the Reserve Board has recently begun to make 
available each week, with the report of actual member bank 
balances, the figures for excess reserves above requirements. In 
Inarch, 1936, actual balances were just about twice the legal re- 
quirements. As noted earlier, this item with “bills discounted” 
reveals the position of the money market. 

Treasury Cash and Deposits with Federal Reserve Banks. 
— ^This item has grown from relatively small to huge size be- 
tween 1929 and 1936. It has always included the spendable 
cash in the Treasury and, as the principal fluctuating ele- 
ment, government deposits with the Reserve Banks. On 
March 25, 1936, these deposits were over 1 billion dollars com- 
pared with $23,000,000 on March 27, 1929. Treasury spend- 
able cash is also much larger, but the big new item included 
is the Stabilization Fund created by the Gold Reserve Act 
of 1934. 

A word of explanation is desirable as to government de- 
posits with the Reserve Banks. These deposits represent the 
working balance of the government against which it draws 
checks for current pa 3 nnents of various kinds, ranging from 
pensions to purchases of commissary supplies. When the de- 
posits are depleted they are restored by selling new security 
issues for cash or by calling in deposits from depositary banks, 
where deposits have been created by the sale of government 
issues for book credit. The item “U. S. Treasurer — General 
account,” which is the way the Treasury deposit is labeled 
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in the longer form of the Federal Reserve statement, was 
usually maintained before 1935 at a figure between $25,000,- 
000 and $100,000,000 but in December, 1935, it jumped to 
about $600,000,000 as many banks paid for the December 16 
Treasury offerings with cash instead of book credit, and simi- 
larly on March 16, 1936, it jumped to over $1,000,000,000. 
The reason for this was that banks could not use the money 
profitably and would have to pay an assessment to the Fed- 
eral Deposit Insurance Corporation on the government de- 
posit. In the past an increase in government deposits in the 
Reserve Banks was frequently accompanied by firm money 
conditions because this money was drawn out of the money 
market. But with bank reserves so large such withdrawals 
have had little effect. 

Nonmember Deposits and Other Federal Reserve Ac- 
coimts. — ^This is a catchall item usually of no great impor- 
tance from the point of view of the money market. One of 
the most interesting items included is foreign bank deposits, 
placed with the Reserve Banks by foreign banks of issue, 
largely to meet their current payments in this market. In 
later years, as was indicated in Chapter XVII, foreign banks 
of issue have kept considerable sums in this country, but 
most of ..these sums have been in the form of investments, and 
the balances maintained with the Reserve Banks have been 
simply working balances. The amounts invested by the Re- 
serve Banks for these foreign banks are not reported upon 
except as they appear in the next to the last item in the full 
statement, “Contingent liability on bills purchased for for- 
eign correspondents.”A part of the funds which the Reserve 
Banks have invested in this country for foreign correspondents 
has been invested in bankers’ acceptances, and when these 
carry an obligation of the Federal Reserve Bank they are 
shown as a contingent liability. Since there have been no such 
purchases lately this item has not appeared in the statement 
for some months. Foreign bank deposits are ordinarily a small 
item and fluctuate but little, but any fluctuations have the 
same effect on the money market as fluctuations in govern- 
ment deposits. Other deposits represent primarily the deposits 
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of nonmember banks, which have clearing accounts at the 
Reserve Banks. This is an item which also fluctuates very 
little. 

The foregoing discussion of the Board’s summary statement 
has of necessity included a consideration of most of the items 
in the complete statement of any importance except- to the 
most meticulous student. Two or three other items perhaps 
deserve brief comment. 

Collection Accounts. — ^Two other comparatively large items 
in the full statement which have not been commented upon 
have to do with the operations of the Reserve Banks in han- 
dling checks for collection. On the assets side an entry ap- 
pears as “Uncollected items,” which represents the checks 
which the Reserve Banks have received for collection, but for 
which they have not been reimbursed. On the liabilities side 
another entry appears as “Deferred availability items,” for 
the proceeds of these uncollected checks are to be credited to 
member bank accounts at the end of certain specified peri- 
ods, in accordance with the time schedule which was described 
in Chapter VI. The amount for “UncoUected items” is usu- 
ally a little larger than that for the “Deferred availability 
items,” for the Reserve Banks are constantly giving banks 
credit for the checks deposited with them, in accordance with 
a time schedule and without waiting for the actual collection 
of the checks. The time schedule is a little more generous than 
the time which is in fact required to collect the checks, and 
thus the Reserve Banks currently advance a small amount of 
funds to the banks, the “float” previously mentioned. 

Reserve Ratio. — The reserve ratio is the ratio of the total 
reserves of the Reserve Banks to their liability for deposits 
and notes in actual circulation. This ratio is of importance 
because the law prescribes that a ratio of 35 per cent of gold 
certificates or gold credits with the Treasury or lawful money 
must be maintained against deposits, unless suspended by the 
Board of Governors, and a ratio of 40 per cent in gold cer- 
tificates or gold credits with the Treasury against note circu- 
lation. In the published statement the percentages against 
notes and against deposits are not treated separately, but are 
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lumped together for purposes of convenience. In recent years, 
except for a few weeks in 1933, the reserve ratio has had lit- 
tle significance because the reserves of the System have been 
so large that fluctuations in the ratio could be completely 
disregarded in the determination of Federal Reserve policy. 
This is^'in marked contrast with the experience of many other 
countries in which the reserve position has often dominated 
policy. On March 25, 1936, the ratio was 78.2 per cent com- 
pared with 71.3 per cent on March 27, 1929. 

Using the Statement. — ^The Federal Reserve statement, as 
must have appeared from this discussion, is not a simple affair. 
It cannot be simple because it is an epitome of the nation’s 
banking affairs. It has been suggested here that the casual 
reader can learn much of the current trends in business and 
finance if he will observe the movement of a few items in the 
statement, especially those published separately in the state- 
ment showing the supply and use of reserve funds. These 
items teU a revealing story of the changes in the nation’s 
business and finance. The statement reflects the tremendous 
changes which took place during and following the great de- 
pression, and which made necessary the rewriting of this book. 

« SUMMARY 

1. The Federal Reserve System publishes one of the most 
complete weekly statements of any bank of issue in the 
world. 

2. This statement reflects each week the country’s banking 
operations and indirectly the movement of business. 

3. In addition to the complete statement the Reserve Board 
now publishes a summary balanced statement showing 
changes in the supply and use of member bank reserve 
funds, which substitutes exact accounting for guesswork 
in revealing the major influences on money conditions. 

4. “Total bills discounted” represents total borrowing by 
member banks at the Reserve Banks — ^the amount of Re- 
serve Bank credit in use for which member banks feel 
direct responsibility. It varies closely with money rates. 
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5. “Bills bought in open market” reflects conditions in the 
bfll market and in the money market generally. 

6. “Total U. S. Government securities” reflects largely Fed- 
eral Reserve open-market policy. 

7. The item “Total Reserve Bank credit” shows the total 
amount of credit extended by the Reserve Banks;- and is 
ordinarily, in normal times, a valuable measure of the ad- 
justment between the country’s supply of funds and the 
demand for funds. 

8. Because of huge gold imports the excess reserves of mem- 
ber banks have, at the date of writing, displaced ' other 
items in the statement as a focus of interest. 

9. The reserve ratio has had little significance in most recent 
years. Reserves have been so large that the ratio could be 
ignored in determining policy. 



APPENDIX A 


The following excerpt is quoted from the twelfth Annual 
Report of the Federal Reserve Board, 1925, pp. 11-13. 

On April 28, 1925, the British Chancellor of the Exchequer an- 
nounced that the law of 1920 prohibiting gold exports for a period of 
five years, except under special license, would be permitted to lapse 
on December 31, 1925, and that for the remainder of the year the 
Bank of England would be given a general license to export gold. 
Control of gold exports in Great Britain, which from the outbreak 
of the war until the legal prohibition in 1920 had been by informal 
methods, applied after that time to exports of all gold with the ex- 
ception of newly-mined gold produced in the British Dominions 
and imported into England. In removing restrictions upon gold 
exports the British Government considered it essential to obtain 
the assurance of foreign credits upon which England could draw 
during the transition period in case its ability to maintain a free 
gold market was threatened by heavy withdrawals of gold. In these 
circumstances the Bank of England applied to the Federal reserve 
system for the right to draw upon the reserve banks for gold up to 
an amount of $200,000,000, if required, over a period of two years. 
At the same time the British Government arranged for an addi- 
tional credit of $100,000,000 with a private group of bankers in this 
country. In approving the arrangement entered into with the Bank 
of England, the board acted on the conviction that the reestablish- 
ment of the gold standard would be an important step in the direc- 
tion of the restoration of monetary stability throughout the world, 
and that business and credit conditions in this country would greatly 
benefit by this increased stability. American exporters of agricul- 
tural and other products whose business had been exposed for a 
decade to the hazard and expense of dealing with countries having 
currencies with unstable values would, by the reestablishment of the 
gold standard, be relieved of the risks arising from unstable ex- 
changes. American credit conditions would no longer be disturbed 
by the continuous and uncontrollable inflow of gold which had been 
for more than four years the principal cause of a rapid growth in 
bank credit. With the principal money markets of the world once 
more free gold markets, and the exchanges between them stable, 
the flow of funds between markets would respond more freely to 
differences in money rates and credit conditions. Thus the resump- 
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tion of gold payments by the chief trading countries of the world 
would furnish a basis for the functioning of those forces which 
before the war had operated to maintain a close contact between 
the money markets of the world. 

Moved by these considerations the Federal Reserve Board ap- 
proved the arrangement entered into by the Federal Reserve Bank 
of New York, with the participation of the other reserve banks, 
with the Bank of England. Under this arrangement the Federal 
Reserve Bank of New York undertook to sell gold on credit to the 
Bank of England from time to time during the following two years, 
but not to exceed $200,000,000 outstanding at any one time. The 
credit was to bear interest to the extent that it was actually used 
at a rate of 1 per cent above the New York Reserve Bankas discount 
rate, with a minimum of 4 per cent and maximum of 6 per cent, or, 
if the Federal reserve discount rate exceeds 6 per cent, then at the 
discount rate of the bank. The rate of interest to be paid by the 
British Government on the credit which it established with private 
bankers was to be determined in a similar manner. Upon the pur- 
chase of gold the Bank of England would place on its books to the 
credit of the Federal Reserve Bank of New York an equivalent 
deposit in pounds sterling. This deposit might be used from time 
to time by arrangement with the Bank of England in the purchase 
of eligible sterling commercial bills which will be guaranteed by the 
Bank of England, and in that case discount earned on the bills 
would be applied to the payment of interest. The repayment of any 
interest or principal of this credit outstanding at the end of two 
years was guaranteed by the British Treasury. The system’s ar- 
rangement, however, was strictly a banking transaction with the 
Bank of England and not in any sense an agreement with the Brit- 
ish Government. Since the restoration of the gold standard in Great 
Britain, banking developments in that country have been such that 
no necessity has arisen for making use of any part of the credit 
with the reserve banks. 

The arrangements entered into between the Bank of England and 
the Federal Reserve Bank of New York involved no commitment 
as to the policies to be pursued by either bank in dealing with do- 
mestic credit conditions or with changes in discount rates. 
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Agricultural Adjustment Act of 1933 
(or Agricultural Relief Act). See 
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money market and, 151-153, 174- 
176 

size of, 158-160 

value in international exchange, 
176 

value to trade, 165-166, 176 

Bills, see Bankers’ acceptances 

Bills bought, item in Federal Reserve 
statement, 317-318 

Bills discounted, importance in money 
market, 152-154 

meaning in Federal Reserve state- 
ment, 315-317 

Board of Governors of the Federal 
Reserve System, control of credit 
under Securities Exchange Act, 
263 

credit policy of, 59, 296-299 
margin requirements fixed by, 12, 
263-264 

membership approved by, 12 
organization, 10-12, 211-213 
power to change reserve require- 
ments, 12, 39-40, 78, 219, 258-260 
power to suspend reserve require- 
ments, 78 
research staff, 217 
reviews discount rate changes, 221 

Borrowing by member banks, affected 
by open-market operations, 239 
banking policy, 57-60, 63-64 
due to outflow of funds, 284-285 
methods to prevent excessive, 60-64 
principles governing, 59-60, 256 
reasons for, 54-55, 61 
tradition against, 219-221 
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10-11 

directors of, 214 

Brokers and dealers in New York, 
loans to, 146-148 
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in credit, 320-322 
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Business crises and interest rates, 206- 
207 

Business cycle and interest rates, 206- 
207 

Business settlements, advantages to, 
under present method, 94-101 
amount by checks, 90 
evolution of, 89-92 
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improved methods of, 89-105 
paper currency used in, 90 

Call-loan rate, highef than commer- 
cial paper rate, 201 
index of money-market conditions, 
154-155, 184-185 
Canada, Bank of, founded, 1 
elasticity of currency in, 80 
number of banks in, 24 
Cash in vault as reserves, 30-31 
Cash reserves, centralization of, 77 
method of use by member banks, 
76-77 

Cassel, Gustav, 282 
Central bank policy, 4 
Central banking chores, 3-4 
Central banks, bankers’ banks, 2 
establishment and characteristics of, 
1-3 

influence on supply of money, 4-8 
relationship to commercial banks, 
2 

relationship tO' government, 2 
semi-mechanical operations, 3-4 
Central Europe, collapse of credit in, 
284-285 

Centralization of open-market op- 
erations, 245 

Certificates of indebtedness, direct 
purchases forbidden by Banking 
Act of 1935, 117, 191, 2l5 
during war financing, 118-119 
Check collections, advantages of new 
method of, 94-101 
exchange charges in, 93, 96-97, 100 
expense, delay and risk in, 93-94 
interest charges, 92 
money saved in, 97-98 
nation-wide, by use of inter-district 
settlement fund, 94-95, 103-104, 
308 

old method of, and defects, 89-90, 
92-93 

par payment in, 96-100 
time schedule for, 95 
volume handled by Federal Re- 
serve System, 99 

Circulation and Reserve Bank credit, 
78-79, 323-324 
See also Currency 

Clayton Act of 1914, interlocking 
directorates, 136 
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Clearing House, growth and volume 
of operations, 91-92 
report of, changed meaning of, 317 
Clearing House banks, excess re- 
serves of, 316 

Coinage Act of 1792, business settle- 
ments facilitated by, 89-90 
Collateral for loans, changes in type 
of, 50-52 

Collection accounts, item in state- 
ment of condition, 326 
Collection of checks, see Check col- 
lections 

Collection of notes, drafts, and cou- 
pons, 101 

Commercial paper market, money 
market and, 151-153 
size of, 159 

Commercial paper rate, compared 
with call loan rate, 201 
relation to bill rate, 170 
since 1831, 195-196 
spread between maturities, 199-201 
Commercial paper versus bankers’ 
acceptances, 159, 165 
Commodities financed through bank- 
ers’ acceptances, list of, 162-164 
Competition, between national and 
state banking systems, 134-135 
Complications of supervision under 
new banking acts, 137 
Comptrojler of the Currency, for- 
merly ex-officio member of the 
Heserve Board, 10, 212 
report of, for 4869 quoted on exam- 
inations, 131 

report of, for 1875 quoted on super- 
vision, 129 

supervisory powers of, 127 
Condition of business, see Business 
conditions 

Control of loans on securities, 260- 
264 

Credit, compared with trade, 300-302 
expansion of, on basis of reserves, 7 
initiative in demands for, 42-43 
quality of, 304-305 
reflects business activity, 320-322 
relation with gold and prices, 272- 
275 

studies by Federal Reserve Bank of 
New York, 300-302 
to Bank of England, 278-279, 329- 
330 


Credit — {Continued) 
to other foreign banks, 279 
volume of, adjustment to business, 
208, 299-302 

volume of, measured by deposits 
or loans and investments, 299-304 
Credit control under Federal Reserve 
System, difficulty of, 54-57, 62-64, 
289, 297-298 

by direct action, 255, 263-265 
by eligibility rules, 52-57 
forms of, 59, 219, 264 
problem of timing, in, 303-304 
Credit expansion, attempts to restrain, 
283 

of 1927-29, 280-283 
on basis of reserves, 7, 268 
war and post-war, 270-272 
Credit policy, Board of Governors of 
the Federal Reserve System, 59, 
296-299 

discount rate changes, 219-232 
guides to, 295-310 
instruments of, 56 
mechanism of, 208 
not independent, 271 
open-market, 233-254 
review of, 267-294 
use of bank examinations in, 304- 
305 

Currency, affected by wages and 
trade, 81 

Aldrich-Vreeland, 81 
amount m circulation, 72 
changes in, due to Reserve System, 
71-88 

demand for, 79-84 
elasticity of, 79-85 
factor in supply of Reserve funds, 
323 

Federal Reserve Bank note, 75 
Federal Reserve note, 71-75 
gold certificates, 72, 74 
greenbacks, 72 
hoarding, 71, 74 

mechanics of handling and cost, 86- 
87 

mechanism for supplying, 76-79 
movement of, 81-85 
national bank notes, 72-75, 323 
operations, size of, 84-86 
retirement of national bank, 74-75 
return of hoarded, 288 
security behind, 73-74 
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Currency — ( C ontinued} 
silver certificates, 72-74 
stabilization of, 279-280 
Treasury and national bank item in 
statement of condition, 323 
used for business settlements, 90 
volume handled by Federal Re- 
serve Banks, 3 
Currie, Lauchlin, 282 

Dawes and Young plans and mone- 
tary stability, 280 
Deflation, of credit, 285-286 
Deposits, foreign banks of issue, 325- 
326 

and gold, 33, 272-275 
growth of, 34-39 

in member banks, by states, 17-18 
in Reserve Banks, 19 
insured, 16-17, 138 
non-member banks and other Fed- 
eral Reserve accounts, 325-326 
reserves required against, 7, 28-31 
time and savings, growth and prob- 
lem, 34-39 

Treasury, with Reserve Banks, 324- 
325 

velocity of, in New York City, 145, 
252, 302 

Depression, agencies for combating, 
108 

effect on interest rates, 198 
revealed weakness in world finan- 
cial mechanism, 283-288 
test of bills, 167-168 
Depression emergency, Federal Re- 
serve Banks and Treasury, 122- 
125 

Devaluation of the dollar, result of, 
124 

imder Agricultural Relief Act, 258 
Dictator, see Financial dictator 
Direct action, in dealing with banks, 

^ 255 

in dealing with uses of credit, 261, 
263-265 

inadequate, 283 

Directors of Reserve Banks, selection 
of, 13, 213-214 

Discoxmt rate, Board of Governors of 
the Federal Reserve System and, 
221-223 

differences of opinion concerning, 
271, 283 


Discount rate — {Continued) 
effect of changes in, 229-231 
fixing of, 12, 222-223 
in London and New York, 225-226 
meaning of change in rate, 221 
open-market operations and, 239 
principles determining, 216 
raised, following gold outflow, 286 
reasons for changes in, 224-229 
regulations concerning, 210 
Discount rate and tradition, 219-232 
Discounts (rediscounts), eligibility of 
paper for, 46-56 
to member banks, 44-46 
Dollar, devaluation of, 124, 258 

Earnings of Federal Reserve Banks, 
affected by open-market opera- 
tions, 238 

disposition of, 20-22 
Eccles, Marriner S., 52, 296 
Economist (of London), 267, 290 
Elasticity of currency, 79-85 
Elasticity of reserves, before and 
after 1914, 148-151 
principle of, 27-29 

Eligible paper, decline in amount 
held, 48-50 

Eligibility, standards of, 46-48, 52-53 
Emergency Banking Act of 1933, 
Federal Reserve Bank ;Qote au- 
thorized by, 75 
provisions of, 65 

Emergency Relief arfd Construction 
Act of 1932, loans to individuals, 
partnerships, and corporations, 
65 

Employees in Federal Reserve Sys- 
tem, 3 

England, credit to, 278-279, 329-330 
return to gold standard, 279 
suspended gold payments, 284 
visit of representative, 248 
Examinations of banks, 61, 127-142, 
304-305 

Excess reserves, 32, 148-151, 193, 268, 
317 

See also Reserves 

Exchange charges in check collec- 
tion, 93, 96-97, 100 
Exports, financing of, by bankers’ ac- 
ceptances, 160-166 
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Failures of national and state banks, 
131-135 

Farm Credit Administration, banking 
service for^ 123 

Federal Advisory Council, function 
of, 215 

open-market operations, 241 

Federal*’ Deposit Insurance Corpora- 
tion, capital of, 21, 66 
powers of, 137-138 

Federal Farm Loan Act of 1916, pur- 
chase of bonds by Reserve Banks, 
69 

Federal Farm Mortgage Corporation 
Act of 1934, pledge of bonds as 
collateral to advances, 68 

Federal funds, market for, 152 

Federal Home Loan Bank Act of 
1932, national bank circulation, 
74-75 

Federal Open Market Committee. 
See Open Market Committee 

Federal Reserve Bank credit, changes 
in, 237 

discussed in Bulletin, 314 
forms of, 41-42 

money in circulation and, 78-79, 
323-324 

offsets influence of gold movements, 
275 

other item in statement of con- 
dition, 319 

plus gold, basis for deposits, 273- 
275 

seasonal mo'fement of, 320-322 
significance of items, 311 
statement showing analysis of, 
313-314 

total of, formerly important, 319- 
320 

Federal Reserve Bank note, 75 

Federal Reserve Bank of New York, 
agent of government, 278 
money market and, 151-156, 182-193 
study of economic conditions by, 
298 

transactions with foreign banks of 
issue, 279 

Federal Reserve Board, see Board of 
Governors of the Federal Reserve 
System 

Federal Reserve Bulletin, Reserve 
Bank credit and circulation, 78, 
81 


Federal Reserve Bulletin — (Cont.) 
review of items in statement of 
condition, 314-327 

Federal Reserve credit, see Federal 
Reserve Bank Credit 
Federal Reserve Districts, map of, 

11 

Federal Reserve note, Glass-Steagall 
Act and, 74, 286-287 
nature and method of issue of, 
71-75 

security behind, 73-74, 286-287 
See also Currency 

Federal Reserve policy, see Credit 
policy; Policy 

Federal Reserve Statement, mean- 
ing of, 311-328 

supplementary statement to, 313- 
314 

Financial dictator, Treasury forced 
to act as, in financial crisis, 114 
Float, in Federal Reserve statement, 
319, 326 

Foreign bank deposits, 325-326 
Foreign banking, characteristics of, 
24 

Foreign exchange, dealings for Sta- 
bilization Fund, 124-125 
Foreign operations, imder Banking 
Act of 1933, 12 

Foreign trade, financed by bankers’ 
acceptances, 160-166 
France, number of banks in, 24 
representative from, 248 
return to gold standard, 279 
Franchise tax, under Banking Act of 
1933, 21 

‘Tree banking,” its advantages and 
drawbacks, 24 

Funds. See Wire transfer of funds; 
Federal funds 

Germany, credits to, under Standstill 
Agreements, 167-168 
number of banks in, 24 
representative from, 248 
return to gold standard, 279 
Glass-Steagall Act of 1932, see Legis- 
lation 

Gold, affected by Gold Reserve Act 
of 1934, 124 

affects reserve ratio, 224-225 
amount in Stabilization Fund, 124 
creates a dilemma, 275-277 
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Gold — ( C ontinued) 
credit arranged in 1879, 277 
increase in country’s stock of, 124 
inter-district settlement fund, 94-95 
outflow in 1931-32, 284-285 
relation to prices, 272-273 
relation to Reserve credit, 274-275 
sterilization of, 280 
Gold certificates, circulation of, 72-74 
retirement of, 74 

Gold in the IJnited States, percentage 
to total deposits, 33 
Gold movements, affect bank of 
issue policy, 78, 272, 286 
and international conditions, 307- 
308 

offset by open-market operations, 
286-287 

Gold problem, 272-275, 290-292 
Gold Reserve Act of 1934, see Legis- 
lation 

Gold settlement fund, see Inter- 
district settlement fund 
Gold standard, aided by Federal Re- 
serve Banks, 279-280 
considerations by European coun- 
tries, 248 

restoration of, 277-280 
Gold stock, see Monetary gold stock 
Government, Federal Reserve Banks, 
bankers for the, 4, 106-126 
financing and expansion, war and 
post-war, 270-272 
See also Treasury 

Government securities, see United 
States Government securities; 
Treasury 

Great Britain, return to the gold 
standard, 279 
See also England 
Greenbacks, circulation of, 72 
Growth of savings deposits, 34-39 
Guides to credit policy, 295-310 

Harding, W. P. G., 271 
Hawtrey, R, G,, 282 
“High-powered” money, meaning and 
use of, 5-8 

Hoarding of currency, 71, 74 
Holland, representative from, 248 
withdrew embargo on gold exports, 
279 


Home Owners’ Loan Act of 1934, 
pledge of bonds as collateral to 
advances, 68 

Home Owners’ Loan Corporation, re- 
lations with Federal Reserve 
Banks, 108 

Hungary, credits to, under Standstill 
Agreements, 167-168 

Imports, financing of, by bankers’ ac- 
ceptances, 160-165 

Independent Treasury Act of 1846, 
purpose, 110 

Independent Treasury system, 110 

Individuals, direct loans to, 44-45, 
64-69 

Industrial advances, characteristics 
of, 44, 66, 69 

item in Federal Reserve statement, 
319 

Industrial Advisory Committee, es- 
tablishment of, 66 

Inflation, offset by changes in re- 
serve requirements, 258-260 
problems of, in 1915-17, 32 
signs of 1928-29, 282-283 

“Inflation amendment,” 259 
See also Agricultural Adjustment 
Act; Legislation 

Initiative in loans and investments, 
42-43 

Insurance of bank deposit^ 16-17, 
138 

Insurance principle of reserves, 26-27 

Inter-district settlement fund, 94-95, 
103-104, 308 

Interest rates, affected by borrowing, 
239 

affected by discount rate changes, 
230 

business cycle and crises, 206-207 
century of, 195-199 
effect of depression on, 198 
Federal Reserve System and, 195- 
196 

London and New York, compared, 
225-226, 230-231 

low rates, to aid world equilibrium, 
276 

maximum on time deposits, 39 
National Banking System stabil- 
ized, 196 

reduced spread in, 199-201 
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Interest rates — {Continued) 
reserves of New York City banks 
and, 148-151, 184-186 
seasonal fluctuations of, 204-206 
See also Call-loan rate; Discount 
rate 

International conditions, affected by 
goi’d movements, 307-308 
as they are felt in New York, 308 
International exchange and the bill 
market, 176 

Investments of Federal Reserve 
Banks, kinds of, 42,. 68-69, 233- 
234 

Italy, credit to bank of issue, 279 
return to gold standard, 279 

Zemmerer, E. W., 80 
Zinley, David, 90, 113 

Legislation : 

Agricultural Adjustment Act of 
1933 (or Agricultural Relief 
Act), May 12, 1933; reserve re- 
quirements, changes in, 39-40 
silver, 74, 125 

Thomas (inflation) amendment, 
258-259 

Banking Act of 1933, June 16, 1933; 
attempt to check security 
speculation, 261-262 
credit to member banks, 57-59 
earnings of Federal Reserve Sys- 
tem, 21-22 

foreign operations, 12 
mentioned, 64, 211, 256 
objectives of policy, 295-296 
open-market procedure, 244 
reserve requirements, 39-40 
supervisory powers, 128, 136-137 
time deposits, 39 
underwriting security issues, 261 
Banking Act of 1935, August 23, 
1935 ; advances to member 
banks, 44, 51-52, 153 
discount rate, 12, 222-224 
discussion by Governor Eccles, 
preceding, 296 
insured banks, 16-17, 138 
intention of Congress in passage 
of, 210-212 

loans to individuals and industry, 
44-45, 65-67 

mentioned, 69, 214, 318-319 


Legislation — ( C ontinued) 

Banking Act of 1935 — {Continued) 
open-market operations, 245 
organization of the Board of 
Governors of the Federal Re- 
serve System, 10-12, 211-213 
publicity, 222-224 
prohibited buying of government 
securities except in open mar- 
ket, 117, 191 

Reserve Bank appointments, 13 
reserve requirements, 30, 39-40, 
259-260 

supervisory powers, 128, 136-138 
time deposits, 39 

Clayton Act, October 15, 1914; in- 
terlocking directorates, 136 
Coinage Act of 1792; business 
settlements facilitated by, 89- 
90 

Emergency Banking Act, March 9, 
1933; Federal Reserve Bank 
note authorized, 75 
mentioned, 68-69 
provisions of, discussed, 65 
Emergency Relief and Construc- 
tion Act of 1932, July 21, 1932; 
loans to individuals, partner- 
ships, and corporations, 65 
mentioned, 68-69 

Federal Deposit Insurance Cor- 
poration law. See Federal De- 
posit Insurance Corporation 
Permanent, Banking Act of 1935 
Temporary, Banking Act of 1933 
Federal Farm Loan Act, July 17, 
1916 ; purchase of bonds by 
Reserve Banks, 69 
Federal Farm Mortgage Corpora- 
tion Act, January 31, 1934; 
pledge of bonds as collateral 
to advances, 68- 

Federal Home Loan Bank Act, 
July 22, 1932; national bank 
note circulation, 74 
Glass-Steagall Act, February 27, 
1932; advances to member 
banks, 50-51 
mentioned, 68 

origin and purpose of, 50-51, 
286-287 
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Legislation — ( C ontinued) 
Glass-Steagall Act — ( Continued) 
security behind Federal Reserve 
notes, 73-74 

Gold Reserve Act of 1934, Janu- 
ary 30, 1934; as it amended 
the Agricultural Adjustment 
Act, 74, 125 

as it related to the country’s gold 
stock, 124 

mentioned, 322, 324 
provisional power to deal in gold, 
69, 233 

Home Owners’ Loan Act, April 27, 
1934; pledge of bonds as col- 
lateral to advances, 68 
Independent Treasury Act, August, 
1846; purpose, 110 
Inflation (Thomas) amendment. 
Agricultural Adjustment Act, 
258-259 

National Bank Act, February 25, 
1863 ; prescribed uniformity 
for national banks, xix 
provisions discussed, 130-131 
reserve requirements, 29 
taxed state-bank notes, 90, 98 
Reconstruction Finance Corpora- 
tion Act, January 22, 1932, see 
Reconstruction Finance Cor- 
poration 

Securities Act of 1933, May 27, 
1933; check to security specu- 
lation, 261-262 

mechanism for new issues, 261- 
262 

Securities Exchange Act of 1934, 
June 6, 1934; check to security 
speculation, 261 

regulation of exchanges, 262-264 
Silver Purchase Act of 1934, June 
19, 1934; as it amended the 
Agricultural Adjustment Act, 
74, 125 

silver certificates issued, 323 
Liquidity of Federal Reserve Banks, 
need for, 52-53 

Loans and investments, authorized 
for Federal Reserve Banks, 42, 
68-69 

changes in, of member banks, 305 
initiative in, 42-43 


Loans on other assets, 50-52 
See also Glass-Steagall Act 
Loans on securities, control of, 260- 
264 

Loans to brokers and dealers in New 
York, 146-148 

Loans to individuals and industry 
44-45, 64-69 

Loans to member banks, 43-46, 50-51 
kinds of, 68-69 
objectives considered in, 296 
policies controlling, 210-211 
Local and .national interests safe- 
guarded in policy decisions, 209- 
211 

London and New York market rates 
compared, 225-226, 230-231 
bill market, size of, 159-160 
market compared with New York 
market, 308 

"Tow-powered” money, meaning and 
use of, 5-8 

McCulloch, Hugh, quoted, 110 
Margin requirements, adjustment of, 
12, 263-264 

Marginal supply and demand, illus- 
trated by New York money 
market, 145-146 

Market rates, see Interest rates 
Markets for short-term surplus 
funds, 169-170 

Member banks, advances to,*" 43-46, 
50-51 

agents for corporations and indi- 
viduals in making loans on se- 
curities, prohibited, 261 
collateral notes, 48 
credit in use, 301 
direct dealing with, 255 
failures of, compared with non- 
members, 134 
and money market, 152 
number accommodated by loans, 
45-46 

objective considered in loans to, 
296 

reasons for borrowings, 54-55, 61 
reserve balances, in statement of 
condition, 324 

reserve requirements of, 29-30 
self-government respected, 210 
Membership in Federal Reserve Sys- 
tem, by states, 17-18 
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Membership in Federal Reserve Sys- 
tem — {Continued) 
meaning of, 19-20 
required after July, 1942, 16 
required of national banks, 14 
requirements for state iDanks in 
Reserve System, number and de- 
posits, 14-15 

Meyer, Eugene, quoted, 135 
Monetary control, see Credit control 
Monetary gold stock, changes in, and 
their significance, 322 
percentage to total individual de- 
posits, 33 

Money in circulation, factor in using 
reserve funds, 323-324 
See also Currency 

Money market, access to Reserve 
Bank, 151-156 

bill market and, 151-153, 174-176 
call-loan rate and, 154-155, 184-185 
description of New York, 144-156 
Federal Reserve Bank of New 
York and, 151-156, 182-193 
gains and losses to, 189-193 
liquidity of, 144 
member banks and, 152 
movements of funds in, 145 
New York City banks and, 146-148 
reserves of New York City banks 
and, 148-151, 181 
strurfiture of, 152 
supply of funds for, 146 
Treasury operations and, 111-113 
Money rates: See Discount rate; In- 
terest rates; Call-loan rate 
Monthly Review of the Federal Re- 
serve Bank of New York, quo- 
tation regarding financial op- 
operations for government, 115- 
118 

National Bank Act, see Legislation 
National Bank currency, factor in 
supplying reserve funds, 323 
National bank notes, circulation of, 
72-73 

retirement of, 74-75 
National Bank of Belgium, repre- 
sentative from, 248 
National Banking System, stability 
of interest rates, 196 
successor to Independent Treasury 
System, 110 


National banks, failures of, 131-135 
competition with state banks, 134- 
135 

National Monetary Commission, 113 

New York and London money mar- 
ket rates compared, 225-226, 230- 
231 

New York City banks, money mar- 
ket and, 146-148 
reserve changes in, 182 
velocity of deposits, 145, 302 

New York Clearing House, establish- 
ment of, 91 

volume of operations, 92 

New York money market, see Money 
market 

Non-member banks, failures of, 134 

Non-member deposits and other 
Federal Reserve accounts, item 
in statement of condition, 325- 
326 

Open-Market Committee, coordina- 
tion of open-market operations, 
210, 242-245 
history of, 240-245 
plan adopted by, 243-244 
powers of, 264-265 
reorganized, 241 

under Banking Act of 1933, 244 
under Banking Act of 1935, 12, 245 

Open market for Treasury obliga- 
tions, 121-122 

Open-market operations, at quarterly 
tax periods, 115-118 
effects of, 235-238 

for special investment account, 242, 
252 

general credit policy in, 249-252 
mechanism changed by Banking 
Act of 1935, 245 
organization for, 240-245 
principal operations and their re- 
sults, 233-234, 245-252 
Reserve Banks in, 233-234 
timing of, 249-250 

Open market rates, see Interest 
rates 

Operations of Central Banks, see 
Central banks 

Operations of Federal Reserve Sys- 
tem, volume of, 20 
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Panics, first appear in money market, 
146 

Paper currency used for business 
settlements, 90 
Paper money, see Currency 
Par payment of checks, 96-100 
Poland, credits to, 279 
Policy, banking, 57-60, 63-64 
central bank, 4 
in buying bills, 234 
major problems of, 267-294 
not independent, 271 
See also Credit policy 
Policy decisions: 

Board of Governors and Reserve 
Banks, 211 

coordination necessary, 210 
local and national interests safe- 
guarded, 209-211 
organization for, 208-218 
Postal Savings System, growth of, 
38 

Prices, compared with gold and credit, 
272-275 

sensitive index of business con- 
ditions, 305-307 
world-wide increase in, 270 
Production, industrial, related to 
Federal Reserve policy, 249 
Profits, see Earnings 
Publicity, effective instrument of 
policy, 257 

provisions for, in Banking Act of 
1935, 222-223, 257-258 
Purchases under sales contract, see 
Sales contract 

Quality of credit, 304-305 

Rate of Discount, see Discount rate 
Rates of interest, see Interest rates 
Reconstruction Finance Corporation, 
created to aid banks, 52, 286 
loans for capital purposes, 66 
publication of loans by, 287 
relations with Federal Reserve 
Banks, 108, 123 

supervisory powers of, 137-139 
Rediscounts, see Discoimts 
Reichsbank, representative from, 248 
Reserve balances, item in statement 
of condition, 324 

Reserve Bank credit, see Federal 
Reserve Bank credit 


Reserve ratio, abnormally high, 1928- 
29, 283 

discount rate changes and, 224 
effect of gold imports on, 224-225 
meaning of, 326-327 
Reserve requirements, changing as a 
method of control of inflation, 
258-260 

limit fixed, 259 

power to change, 12, 39-40, 78, 219, 
258-260 

Reserves, adjustment of, 154, 173, 199 
balances due from banks, 30-31 
cash in vault as, 30-31 
centralization of, 29, 77 
changes in requirements, 7, 30, 211 
defects of old scheme of, 25-26 
deficiency in, 237 

deposits in Federal Reserve Banks, 
19 

economy in, 29-33 
elasticity of, 27-29, 148-151 
excess in 1915 and 1916, 32 
expansion of credit, due to excess, 
268 

importance of excess in pre-Federal 
Reserve days, 316-317 
in foreign countries, 33-34 
insurance principle of, 26-27 
money market and, 189-193 
power to change requirements, 12, 
39-40, 78, 219, 258-260 
pyramiding of, 25 
reduced amount required, 29-32 
reflect movements in money mar- 
ket, 181-184 

requirements by Federal Reserve 
Banks, 28, 78 
See also Excess Reserves 
Root, Elihu, quoted, 267 
Rumania, credit to, 279 

Sales Contract, 122, 234-235, 318 
Savings deposits, growth of, 34-39 
Seasonal movements of business and 
interest rates, 204-206 
total bills and securities and, 320- 
322 

Secretary of the Treasury, former 
member of the Reserve Board, 
10, 212 

See also Treasury 
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Securities Act of 1933, check to 
security speculation, 261-262 
mechanism for new issues, 261-262 
Securities Exchange Act of 1934, 
check to security speculation, 261 
regulation of exchanges, 262-264 
Security affiliates, divorced from 
basks, 261 

Security loans, see Loans on secu- 
rities 

Sherman, John, 277 
Silver, Stabilization Fund may be 
used to deal in, 124 
Silver certificates, increase in, 72-74, 
323 

Silver Purchase Act of 1934, 74, 125 
Snyder, Carl, studies by, relative to 
growth tendencies of trade and 
credit, 300-302 

Special investment account, 242, 252 
Speculation, cause of economic fluc- 
tuations, 260-261 
in securities, 281-282 
Stabilization Fund, 124-125, 260, 291 
Standstill Agreements, 167-168 
State banks, competition with na- 
tional banks, 134-135 
failures of, 131-135 

Statement of condition, 12 Federal 
Reserve Banks, 311-328 
Statistics, use of, by Resen’-e System, 
217-218, 228, 258 
Strong, ^Benjamin, 17, 240 
Subtreasuries taken over by Federal 
Reserve Ranks, 120 
Supervision of Banking, 127-143 
authorities dealing with, 138-139 
future effectiveness of, 142 
history of, 128-130 
limitations on effectiveness, 140-142 
jSee also Examination of banks 
Surplus funds, employment in money 
market, 144, 169 
Surplus of Reserve Banks, 21 
Suspension of banks, see Failures 

Tax periods, effect on money market, 
115-118, 191 

Telegraphic transfer of funds, 102- 
104 

Thomas amendment, 258-259 
Time deposits, character of, in na- 
tional banks, 35 
growth of, 34-39 


Time deposits — {Continued) 
under Banking Acts of 1933 and 
1935, 39 

Tradition against borrowing, 219-221 
Tradition and the discount rate, 219- 
232 

Treasury, as financial dictator, 114 
before Banking Act of 1935, 318- 
319 

borrowing from Reserve Banks, 119 
financing and post-war expansion, 
270-272 

independent, before Federal Re- 
serve System, 110 
new powers, 124 
open market for issues, 121-122 
operations, effect of, on market, 
111-113 

relations with Reserve Banks dur- 
ing depression, 122-125 
Reserve Banks as bankers for, 106- 
126 

temporary accommodations to, 318- 
319 

typical operations with, 115-118 
volume and type of operations 
with, 106-107, 121 
war financing of, 118-120 
Treasury, Secretary of, formerly ex- 
officio member of the Reserve 
Board, 10, 212 

in control of Stabilization Fund, 
124 

reports of 1866 and 1879, 113 
Treasury and the money market, 111- 
113 

Treasury and national bank cur- 
rency, 323 

Underwood, Senator Oscar, 209 
United Kingdom, number of banks 
in, 24 

United States Government securities, 
advances to individuals against, 
65, 69 

collateral to Federal Reserve notes, 
73-74, 286-287 

dealings in, under “sales contract,” 
122, 234-235, 318 

large holdings by Reserve Banks, 
123 

meaning of item in Federal Re- 
serve statement of condition, 
318 
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United States Government securities 

— {Continued) 

open market operations in, 233- 
234, 245-252 

policy in purchase or sale of, 41-43 

principal operations and results, 
245, 252 

purchases must be made in open 
market, 69, 117 

purchases of, by Federal Beserve 
Banks, 123 

quarterly tax-day operations, 115- 
118, 191 

sold through Federal Beserve 
Banks, 115-120 

United States notes, circulation of, 
72 

Velocity of deposits, 145, 252, 302 


Volume of credit, adjustment to 
volume of trade, 208, 299-302 
Volume of operations of Beserve 
Banks, 20 

Wages in relation. to currency cir- 
culation, 81-82 

War service of the FederahJEleserve 
Banks, 118-120 
Wilson, Woodrow, 207 
Wire transfer of funds, 102-104 
World stability sought by Beserve 
System, 248 

World War and two major crises, 
288-290 

Working capital, loans for, 66-67 

Young, AllynA., quoted, 309-310 
Young and Dawes plans and mon- 
etary stability, 280 



